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FOREWORD 


T HEREisfcirlywide agreement now among economists that as 
long as business activity is determined by decisions of business 
alone die economic system will remain liable to periodic fluctuations. In 
.prdepto avoid instability the State must assume die responsibility for 
controlling die volume of employment. This is recognized in the 
recent White Paper on Employment Policy (Cmd. 6527) which was 
issued Vhen this book was in the Press. The immediate and main 
objective of the policy proposed in the White Paper is the avoidance 
of massi unemployment by taking counter-measures at die onset of 
depression. The studies in this book go beyond diis aim. They are not 
concerned merely widi mitigating economic fluctuations, but with the 
permanent maintenance of a state of fiill employment, i.e. such a state 
in which everybody who wants work can find it at established rates 
of pay. 

Full employment is, however, a formal concept. Unemployment 
counts at certain dates will always show a certain number pf un- 
employed persons: persons changing over firom. one job to another, 
and a small number of people- who are diflicult to place at short notice 
or who are waiting to be re-tfained for a difierent occupation. There 
may also be seasonal unemployment in particular trades or for the 
economy as a whole. The statistical minimum of this fiictional and 
seasonal unemployment cannot be determined a priori. It will depend 
on the efficiency of the organization of the labour market, the adapta- 
bility of managements and labour to changing circumstances, the 
changeability of demand, and the smoothing and regulating policies 
of the State. These mutable institutional factors will determine whether 
the minimum of ‘visible’ or ‘statistical’ unemployment will be nearer, 
say, 5 per cent or 2 'per cent. When we speak in this book of full 
employment, we have in mind an economy which carries no more 
than this minimum of ‘involuntary’ imemployed in transition firom 
one job to another already waiting for them. 

Full employment, thus defined, takes no account of its economic and 
s ocial content .** There is an infinite number of ways by which full 
en^loyment can be reached and maintained, and to each one corre- 
sponds a different distribution of incomes, a different standard of 
welfare and a different structure of industry and foreign trade. Digging 
holes in the ground and filling them up again will, as Lord Keynes has 
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put it, produce full employment, and so will tlie pyramiding*of arma- 
ments or of industrial equipment. By embarking upon such wasteful 
employment schemes a country’s standard of welfare may, indeed, be 
raised above that which would odienvisc prevail in conduions of 
depression. But by choosing useful public works, by subsidizing mass’ 
consumption, or by redistributing incomes, employmcyit can be pushed 
to die same level and, at the same time, the standard of living of die 
community as a whole be raised higher than by digging uselcss.holcs, 
The social and economic content of full employment cannot be deter- 
mined by the economist. The economist must indicate, ho^vever, the 
choices before the communit)' and the price which may haVerfb be 
paid for diem. 

"What road the community is going to take must be a matter of 
social and politic.!! preference, but a radonal choice implies that it should 
know die alteniativcs. Not all die possible alternatives have been 
elaborated here. Full employment by w.iy of cnmulativc inflation or 
by greater luxury spending, and similar types of full employment 
leading to greater inequality, have been neglected in this book, diough 
some reference is made to such forms of full employment in the 
discussion of the German experiment at the end of the book. 

The result of the analysis is neidier a blue-print of full employment 
m any pardcular countr)' nor a reconstruction scheme, but an outline 
Df the strategic factors in a policy' of pc rniancnt full emplo yment in^ 
ndustrial countries. For und cF^c^ To^d poor countries with svirplus 
populations and a general shortage of social and private capital, differ- 
ent, tmd, in many respects, more formidable, problems arise. If a fairly 
r.!pid rate of mdustrializadon is desired, a higher degree of direct 
controls and of other methods, not unlike diose employed in a war 
economy, will prob.!bly be needed. For similar re-asons the tnansidon 
from war tb peace, die reconstruedon period, cannot be treated .asTtest 
case of full employment policies. Pent-up demand of many war years, 
shortages of equipment, .and .arrc.ar5 of repairs would tend to produce 
over-employment if left uncontrolled. It is widely agreed, at least in 
Great Britain, that economic controls can only be rcl.axcd gradiually 
as die shortages disappear. It is avhen the re-equipment and restocking 
drive is over and the stream of supplies adnaits die decontrolling of 
major sectors of die economy, diat die problem treated in diis volume 
will re-emerge: how to maintain consumprion and investment per- 
manendy at a level which guanantccs full employment. These long- 
run problems are, however, of immediate import.ancc. The policy' 
of die transidon from war to peace determines die setting in wliicli a 
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policy (5f foil employment "will beg^ to operate. There cannat be a 
successful ‘ti'ansition unless we keep in mind the end we hope to 
achieve. - . 

Each'of jiie six studies of the book deals with a particular aspect of 
cKb problem.' Together they form a whole in the double sense diat the 
setting and the fltguments of the various studies claim to be consistent 
with'one another; though doubdess minor points of difference remain, 
and ifiat they attempt to show the working of the system as a whole 
and to elaborate all die major principles which govern its operation. 

• The ^vision of labour between die contributors can be seen from 
the table of contents. A certain amount of overlapping was un- 
avoidable, and seemed even desirable for elucidating the impact of the 
new geriferal theory of employment on the various branches of econo- 
mics and economic policy. 

. Broadly speaking, the first study traces the historical setting of the 
problem of unemployment; die second study gives a systematic 
account of the theory of full employment and the main approaches 
towards aciiieving this end. Particular aspects of this general meory are 
elaborated in the following parts. The third study takes up the problem 
of the stability and flexibility of a fully employed economy and 
discusses the question of wage -pressure and prices, of the elasticity 
fiictors in the -supply of labour, of spatial and occupational mobility 
and the location of industry. The fourth part is devoted to a study of 
the principles of public finance. It contrasts with the classical canons 
of finance those which follow from the modem (Keynesian) economics 
and analyses the scope and limits of various financial methods as 
iustruments of a full employmqit policy. In all these parts it is taddy 
assumed that the relation of a fidly employed economy with the outside 
world can be regulated satisfactorily. The fifth part makes this problem . 
its main subject and shows on what conditions firee multilateral trade 
can be made consistent with full employment in any member country 
of the international system, or failing diis, what other methods are 
available to adjust die foreign balances of full employment countries 
in a world where other economic units are subject to cyclical fluctua- 
tions. In order to test the value of our theoretical conclusions by a 
critical interpretation of a historical case, the last study relates these 
prindples to the only practical experiment of a full employment policy 
• so far made in a capitalist sodety in peace-time — albeit in preparation 
for warl Germany in the middle ’thirties presented the case of a defidt 
country without fordgn assets punning a policy of internal expansion ' 
(while conditions in the rest of the world were unstable), and pushing 
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economic activity to the limit of full employment during tiie> period 
under consideration and ultimatdy beyond it. The social content of 
German economic policy and the aggressive aims it served can at no 
point be ignored. But the main emphasis of this essay is upon the 
technical problems of economic control in full employment. We hare 
attempted to distinguish between those methods which may be attri- 
buted to the ‘logic of the situation’ and those which were due to the 
social and political bias of the system. Even the negative lessons t» 
be drawn firom this' case may be of value. 

The book purports to be a manual in the sense that it does not appeal 
exclusively to the expert economist. Rigorous technical'treatni&pt of 
the problems has therefore been excluded from the text. However, 
since the subject matter is new and complex, the argument»remains . 
difficult in parts. It Seemed preferable to us to admit complications 
rather than to err on the side of over-simplification. ‘ 

The six studies of this book have been written by research- workers 
of the Oxford University Institute of Statistics who for some years 
have co-operated in research on war econonucproblems. Although the 
book is in this sense the product of close teamwork and intensive 
discussion among all the contributon, the responsibility for each 
separate study rests with the individual contributor, who is not com- 
mitted to every particular of the book. 

The Institute of Statistics appears as the author because it would have 
been clumsy to give .the names of six authors on the title page. The 
Institute, as a research institution, has no opinions and is not committed 
in any way by the views and arguments expressed by its research 
workers. ■ 

We should like to thank Miss Gisborne and Miss Weil for their 
energy and patience in typing numerous drafts, and Miss Shrimpton 
for preparing the diagrams. 


OxKJBD, Jw/y 1944. 


F. A. B. 
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THE ECONOMICS OF FULL 
EMPLOYMENT 


PART I 


THE CAUSES OF UNEMPLOYMENT 
F. A. SitTcImdt 

T^EW people mil be prepared to deny diat mass unemployment is a 
f social evfl. This consensus of opinion does not, however, provide 
aplatfbnn for common action. This for two reasons: because opinions 
about the causes of unemployment difier, and because— even if there 
were an agreed diagnosis— the treatment of die disease may he a matter 
of choice: the surgeon advocating die use of die knife, the specialist a 
new drug, and the general pracddoner a tonic and cold compresses. 
Such a divergence of views may be rare in the medical field where 
«pert opinion alone counts and can be tested by esperiment. In social 
affairs it is the rule. The 'sodal organism’ docs not lend itself readily 
to exp^ent and group opinion, rather than expert opinion, deter- 
ges diagnosis and foerapy. hi the case of unemployment die situation 
isevenmorecompLcated because die experts— the economists-dis- 
rS and have only receudy-one might say as the 

unemployment of the nineteen thirties-found a 
satofictory ^lanation. These modem view-s arc still strueeling for 

some time before f re-foter- 

Bte a™ of poUcy- 

^eomg hybria types which ate naturally 
^ common m a penod of transiuon— tLee explanations of die 
f*‘7“/"ompluyn.entateo8irea:.;--^^ 
fcr employment as a penalty 

“S eompetW^ anS 

ffl ae ?" “> comi^tition^thcory.' 

complex of Si regar^ unemployment as due to the 

anTdowns of bn trade cyde and emphasizes that u is 

l ineradica&c. and if fair y 

ate, wholesome..For our purpose it will suffice to skelrh ii 
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broad outline the contribution of trade cycle analysis to the 6ctual 
study of unemployment, to the formulation of new problems, and to 
die armoury of remedial policies against -cyclical unemployment. 
Under the heading ‘Natural wave theories* we consider- that tfype of 
trade cycle study, running parallel to the development of the classical 
. system, which regards fluctuations of business activity as only pardy 
controllable. The line of division chosen is dius an arbitrary one, based 
upon the attitude of theorists to trade cycle policy. From the 
theoretical point of view some of the ‘natural wave theories’ shade 
over into the modem type of theory which regards a foil control of 
the tode cycle and the maintenance of full employment as at'lfejst a 
theoretical proposition. . 

(c) The diird explanation attributes unemployment to adack of . 
efiective demand, to a deficiency of ouday on consumption and/or 
investment. Elements of this ‘demand deficiency’ theory can be. 
traced right back in the nineteendi century but as a ‘generd theory’ 
it was first developed by Lord Keynes in the ’thirties. 

All three explanations occur in a number of variants , and to each 
theory is related, though not uniquely, a typical remedy or cure for the 
diseascof unemployment. A study of the three main theories will help 
to clarify some of the fundament^ concepts which play a part in die 
academic and non-academic discussion of the employment problem. 

I. .THE LAISSER-FAIRE COMPETITION THEORY 

(According to this theory imemployment is due, either to Govem- 
*ment interference -with the firce play of market forces, or, more gener- 
ally, to monopolistic practices) If only the Government would not 
m^dle with economic affairs by social legislation, subsidies, duties, etc., 
and would leave the field to private initiative and to fi'ee bargaining in 
the market a high level of employment would automatically be 
secured. This laisser-faire argument is sometimes extended by lumping 
together State restrictions of firee competition with restrictive practices 
of priyate monopolies. Monopolistic organizations in industry and in 
the labour market have, it is argued, the same effect as State interfer- 
ence, namely to restrict output and employment opportunities.Cif we 
could do away -with monopolies and replace them by a really com- 
petitive system, or control them in such a way as to make them behave 
like- competitive units, unemployment wquid tend to disappear; the 
interest of the individual would coincide again with that of sodety as a 
whole.) 
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Tlies'e popular and rudimentary versions of the theory of unemploy- 
ment are, in their pure form, not very widely held in this country. 
They are, however, vigorously propagated in the United States by 
econoixiis^, business men, and poUticians, and they are still in this 
(^)untry, ^ough in a less rigid form, fundamental ingredients of the 
pubhe’s attitude to unemployment. 

Reduced to theoretical terms theargument runs as follows :^employ- 
<ncnf exists because wages are too high; this unduly high level is main- 
tabled by monopolistic trade union practices (and indirectly by the 
dole system which guarantees a minimum standard). If these restric- 
tions were removed competition would force wages down to the level 
where it becomes profitable to entrepreneurs to employ more labour^ 

The dieory derives support in business circles from a plausible but 
erroneous generalization; as an explanation of the real world it depends 
upon the validity of certain assumptions. 

The Classical Theory of Wages and Employment 
■ Let us begin with a case which is somewhat unrealistic but theoretic- 
ally simple: a simultaneous all round reduction in wages. And let us 
assume that wages are fully used for consumption.^ Employefs may 
react upon the reduction of wages in .two ways:, (a) they may either 
act as if perfect competition existed, or (b) they may lower prices 
irmnediatdy in the hope of selling more. 

(fl) When wages are reduced on the day X, employers will have in 
hand the revenue fi'om sales made on the previous day (X — i) at prices 
of the .previous day. They find now that they will have to pay out less 
for w'ages than previously and that the balance — equal to the difference ' 
between the old and the new wage bill — will be in their hands. Thus in 
, the first round part of the wage bill will accrue to employers as in- 
creased profits. If these profits induce entrepreneurs to increase imme- 
diately their investment or to raise their consumption, total employ- 
ment will increase. There will be first a rise in employment in the 
industries producing investment goods or goods for capitalist consump- 
tion. The money wage bill will therefore fall in a srnaller proportion 
than money wage rates. On the other hand labour costs in the w^e 
goods industries will be lower in the same proportion as wage rates. 
The fact that the wage bill changes less® than wage rates while money 
wage costs in the wage goods sector are lowered proportionately to 

^ 'We disregard tor the momeDt the effect of wage changes on foreign trade, and the existence 
offixed income receivers. - . ‘ . 

‘ In a system with an elastic supply of credit the money wage bill may even rise if a sufiiciently 
great number of additional workers is employed in the non-wage goods industries. 
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wage rates will make it profitable to expand die output of wage goods. 
The wage bill in real terms will therefore increase. Real wage rates 
will, however, fall because the expansion proceeds— in the short run 
and under conditions of &ee competition — along upwar^ sloping 
marginal cost curves, if the additional profits arising out of the genera 
expansion of outpufinduce firms to maintain (or to 'increase) dieir 
increased outlay on investment goods, or on goods of capitalist con- 
sumption, employment will be maintained at the higher level (or be 
increased). 

In the longer run new equipment will come into operation.* Assum- 
ing long-period constant costs for the industry and for the firms* .and 
no change in technical efficiency, the ratio of capital to labour employed 
will be restored to its. old level. Output of wage goods will fiow be 
greater in strict proportion to the increase in employment in the wage 
goods industries. Prices will therefore fall proportionately to money 
wage rates and long run equilibrium is reached. 

. Thus, where employers use profits accruing firom wage reductions 
for raising their own consumption or for additions to the capital stock, 
an all round reduction of wages increases employment. The crudal 
point id this theory is the assumption that employers react on the initial 
increase in profits immediately with increased ouday on capital good 
or on their OAvn consumption. If they hesitate to do so immediately, 
employment will not be increased.^- Employment and hence output 
will remain unchanged in the first round as .there is no reason tc 
curtail it merely because of the reduction in wage costs. If manufac- 
turers wish to sell their current output (and are unwilling to increase 
inventories) prices will inevitably foil propordonatdy to money wages 
This wipes out prospective extra profits and thus justifies ex post the 
ori ginal hesitation of employers to increase their outlay in response 
to a given wage reduction.® 

(^e- validity of the classical- employment theiory depends, then 
entirely on the assumption that employers respond to wage reduction; 
immediatdy with'decisions to increase their outlay.) 

(t) Now take the second case, that employers will respond to'wagt 

V 

^ See M. Kaledd, Essay.; in Economic Fltichialions, pp. 78-80. 

* If some prices and incomes in the community ate fixed (rent, debenture interest, etc.) thi 
price fall implies a tedisttibotion.of the given real income away from wage and profit earner 
mwards fixed income receivers. If the latter do not wish ro consume the whole of their incrcascc 
real income the shift from wages to fixed income will lead to a fall in employment. The shift 
from profits to rent income may, on the other hand, lead to increased consumption and hence 
to a rise in employment.. As before we shall, however, disregard the modifring influence of 
price rigidities in our aiialysis and assume that the economy contains only wage and profit 
earners. 
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cuts "wifli p rice reducti ons in the hope that lower prices will bring 
higher sales. Employers may adopt this attitude when they are working 
under conditions of imperfect competition. There is evidence that 
undcr«these conditions employers tend to detennine prices by adding 
to prime*cost a certain percentage for gross profits. Tliis is a well- 
known practice in re tailing where the retail price is fixed by adding a 
percentage (say 50 per cent) to the wholesale price. If manufacturers 
Jui generd are in the habit of basing prices oh prime cost plus percentage 
profit (‘marking up’) a rise (fall) in wage rates will automatically lead 
io a corrcsponthng rise (fall) in price. Unless the degree of monopoly 
chang&, real wages and real profits will, therefore, remain constant. 
There may still be an incentive to increase investment if entrepreneurs 
act as if any price reduction will attract more custom and neglect the 
effect that a general wage reduction might have on the demand for 
their products. They anticipate a rise in demand and, without waiting 
for it to materialize, begin- immediately to order additional capital 
equipment. Incomes earned by the newly employed factors will then 
be capable of buying the additional goods produced and entrepreneurial 
expectations of higher sales will not be disappointed. 

- (How much employment will increase in response to a given wage 
reduction will in this case depend upon entrepreneurs’ estimates of 
the prospective increase in sales.^ If few employers expect higher sales, 
or if most of them are not certain what increase to expect, the employ- 
ment effect may be small and vice versa. Or to put it the other- way 
round, any practicable reduction in wage rates may be insufficient to 
raise profit expectations appreciably. As in die case of perfect com- 
petition the stimulus of wage reductions may or may not work in the 
case of imperfect competition. If entrepreneurs feel inclined to wait 
and see whether demand rises in response to the price reduction 
instead of anticipating the rise by immediately giving investment 
orders, events will justify their hesitation; neither sales nor employment 
will rise. The inclination to. ‘wait’ may, in 6ct, be stronger when 
wages and price are reduced simultaneously. In conditions ofimperfect 
competition the connection between wage reductions and revision of- 
entreprenenrial expectations may, thus, be somewhat looser than 
in the original classical case of perfect competition. This raises die 
problem whether there are not other methods, apart firom the manipu- 
lation of wages, which can be used to alter entrepreneurial expecta- 
tions; a problem which is treated more systematic^y by the modem 
theory of effective demand. 
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The Neo-Classical Theory 

Tyro attemp ts to salvage at least part of the classical, theory of 
employment have been made: the one argues that wage rec^Jctions 
(.0 accompanied by price reductions tend to r educe interest* rate s, t^e 
(aj second that they i mprove the country’s foreign trad e position by 
stimulating exports. 

When lower money wages are not associated with a simultgpeous 
increase in employment, the fall in the volume of transactions (in 
money terms) leaves the public with more cash relative to the reduced 
turnover. Given the desire for holding cash (rather than odier^sets) 
entrepreneurs will try to redress the increase in liquidity by- bifying 
short- and long-term assets. This will tend to lower the genqral-lfcvel 
of interest rates. It is dear that the same effect could have been pro- 
duced, with given money wage rates, by increasing entrepreneurial 
liquidity through die supply of addidond cash by the Central Bank. 
Similarly, a general reduction of money wages (^dency rewards to 
factors) is to all intents arid purposes equivalent to a depredation of the 
. currency. ’ , - - 

Low short-term rates of interest may, however, not reduce long- 
term rates appredably and ihus not provide a noticeable stimulus to 
investment, while in the short run, profit expectations may be adversely 
affected by the painful process of me downward adjustment of vrages 
and prices. How far a reduction of the effidency rewards to Actors 
will improve’ the external balance will, depend upon various demand 
and supply dastidties and other elements, as we sh^ see later.^ These 
indirect repercussions,of wage cuts cannot, therefore, be relied upon to 
push employment to full capadty level. 

The result of this analysis of the dassical theory of employment may 
be put as follows : (i) The assiunption that competitive wage reductions 
. will increase employment presupposes that mtrepreneurs vdll always 
and immediately react, on a temporary increase in actual profits with 
increased outlay. This is an imrealistic assumption because expected 
profits rather man actual ones determine investment decisions. More- 
over, to plan for increased output, and still more for increased invest- 
ment, takes time; and in any case employers are likdy to be inclined 
to take a wait-and-see attitude when vrages are lowered. A time lag 
• between the wage reduction and the offietting expansion of entre- 
preneurial spending vwU, however, leave real wages and profits un- 
. changed and thus confirm the entrepreneurs’ biiginalhesitntion. Adown- 

» See Part V ■' 



tions a rg neither needed nor practicabl e. 

h'or all tbese reasons it is unlikely that a general or generalized 
reduction in money wages will increase employment by raising profit 
^ectations and hence investment. The indirect effects of wage reduc- 
tions via the rate of interest and dianges in the foreign balance are 
somewhat uncertain md can in any case be obtained more easily and 
directly by an appropriate monetary policy. The classical conception 
of a unique "wage level which would bring about equilibrium»at full 
employment loses its force when lower money wages do not lead to 
lower real wages and investment decisions are not automatically in- 
creased in response to a reduction in money wages. 


fife Social Background of the Classical Theory 
The matter could be left to rest there as far as the theoretical argu- 
ment is concerned. 'But it may be useful to enquire why economists' 
in the past century and business men until to-day adhere persistently to 
the belief that there is always a wage level which provides employment 
for the whole labour force and that wage ryuctions can cure or reduce 
general unemployment. By tracing their opinions we may discoyer' 
why the old meory dies so hard and finds so many defenders among 
employers. Three difierent strands of thought appear to give support 
to me argument that wage reductions promote employment, (a) To 
the individual business man a reduction in his firm’s or industry’s wages 
means lower costs which enable him to sell more at lower prices. In. 
times of falling employment it seems, therefore, reasonable to him to 
press for lower wages. If his workers, as is likely, buy only a negligible 
fiacdon of his own output,, md if wages of other firms and industries 
are kept constant (or lowered less), he will gain a difierential advantage, 
increase his profits and in n^y cases extend his output. Steeped in the 
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ideology that by following intelligently his own interests he iS promot- 
ing the interest of the community as a whole, he concludes that what 
is right and profitable to the individual business must be so for the 
business community. It is precisely this generalization which iawrong. 
Only because wages in other firms and industries are not ifeduced (or 
at least not proportionately), only if he marches a sfep ahead in the 
battle for wage reductions, will his own policy be successful and pro- 
fitable. If other firms and industries follow his example and — maybe 
— outpace him, wage and price reductions become generalized and 
initial differential advantages are pardy or wholly lost. Moreover, m 
this painful process of downward adjustments of wages and prices even 
diose entrepreneurs who gain at the expense of odicrs will hesitate to 
.embark upon new investment and dius effective dcmaiyl is not 
increased. 

A policy of wage reductions appeals to business men, although it is 
based on the fallacy that what is profitable fi>r the in^vidual is pro- 
fitable and advantageous for the 'community, because it is part and 
■parcel of the competitive game of securing differential advantages. 
That such advantages arc gained at die expense of other industries or 
groups, and therefore represent a beggar-my-neighbour policy against 
dieir fellow employers, might not dissuade employers in a depressed 
mdustry firom using this method, particularly as die repercussions of 
their action on the rest of the community arc beyond their horizon 
and not easily traced back to actions ofan individual industiy.^ Spurred 
by slack trade the beggar-my-ndghbour game of wage reductions 
becomes tempting, and since the worsening of competitive behaviour 
cannot easily be distinguished firom genuine cbmpetition'every player 
plays it with a good conscience. Only if employers realize diat there 
are difierent ways out of the depression, ways which secure better 
markets, not at the expense of other employers, but by expanding total 
market demand, will they become inclined to resist the temptation's of 
competitive wage reductions wliich on balance do not make employers 
better- off- than before and are, indeed, likely to make them and the 
community tyorse off owing to tlicir damping effect on investment. ■ 

(&) The second mainstay of the business world’s conviction of the 
remedial nature -of ■wage reductions, is derived fiom the nineteenth 
century t heory and practice of international trade and exch ange. In a 
system of fixed exchange rates, such as the gold standard, Tdisequili- 
brium in a country’s foreign balance, appearing, forinstance, in the form 

I Attempts to keep prices rigid by mooopob'srie pncrices have a similar eScct; they tend to 
make employment and output fluctuate more in the economy as a whole. 
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of a loss 3f gold, will, accordir^ to^ne version of the classical theory, 
be remedied by a fall in wages and prices unaccompanied by a fall in 
real income and employment. This would be true if a crude quantity 
• theory »f money were accepted, or if money wage rates were infinitely 
flcsdble anfi the Central Bank had control not only over monetary 
policy but*also^ver money wage rates. Disturbances of the inter- 
national balance could then be restored by uniform alterations of 
money wage rates and prices without any restriction of employment 
and output. Such alterations of money wage rates and prices would 
’ b,e equivalfut to variations in the value of the currency. 

In aottial practice the Central Bank has, however, direct control only 
over monetary policy. If it wishes to ward oflF a loss of gold it will 
allow (or induce) interest rates to rise. Higher interest rates may, or 
may not, attract foreign capital and thus stop the outflow of gold; 
their efiect on internal activity will be to discoiurage investment. A 
reduction in the rate of investment will, however, generate a general 
611 in employment and income. The decline in income will by itself 
tend to reduce imports and to stimulate exports. If money wage rates 
were absolutely rigid balance could only be restored by variations in 
income and employment and the associated changes in costs and prices. 
In reality wages are not completely inflexihle. 'Under the pressure of 
unemployment wage rates will be lowered, though not uniformly, and 
prices are likely to follow suit. Balance wfll then be restored partly 
bya611 in employment, and partly by a fall in money rewards to 6ctors 
which is itself induced by greater unemployment. Tliis so-called process 
of deflation is the ultimate mechanism of adjustment in a system of fixed 
exchange rates, especially whete the international flow of capital is not 
highly dastiewith regard to difierences in interest rates between national 
economies. When the risk element in international lending is small and 
fairly stable, long-term capital wfll flow readily according to interest 
differentials and to that extent relieve deflationary pressure. Rapidly 
changing risks, leading to substantial movements of short-term funds 
and to unwillingness of lending on long term will, on the other hand, 
intensify die degree of deflation necessary to restore balance. More will 
be said about this in the fifth study of this book. 

It is, however, important to consider some of the implications of 
deflation as a method of adjusting the foreign balance of a country. If 
pressure on money wage rates improves a country’s balance, it becomes 
possible for home producers to gain advantages at the expense of foreign 
producers, and thus to shift the incidence of tmemployment on to other 
countries. These odier countries who find their exports declining and 

B 
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their imports rising "will react on the resulting unemployment by 
putting pressure on their own wages. If, however, wage cuts in country 
A are followed or outpaced by wage cuts in country B the former does 
not obtain a net advantage. Similarly wage and price reductions may' 
not produce an improvement in- the balance of trade if demand and 
.supply elasticities are unfavourable. As in the intesnal s*truggle for 
competitive wage reductions the effects of the beggar-my-neighbour 
pobcy upon the world as a whole are hidden from the business man’s 
view. Faced with shrinking markets he strives to retain or increase 
his share in total sales by lowering money costs. He may .even daipi 
that in such circumstances wage reductions are in the national'interest’ 
as they stimulate exports and hamper imports and thus tend to assist 
home employmmt. Once such a coincidence between appasent ‘busi- 
ness interests' and ‘national interests’ is thought to demand a lowering 
of wages it is likely to get strong support. ■ 

A system of fixed exchange rates presupposes variable employment 
and/or flexible wages and prices. "'S^en wages are moderately sticky 
variations in employment must be frirly large to restore equilibrium. 
But deflation in one country is likely to produce deflation in other 
co.untaes and, by spreadmg unemployment, to make the 'process of 
adjustment more painful for all countries. It was because countries 
were not willing to pay the price of great internal instability for the 
sake of maintaining the stability of foreign exchange rates that the 
gold standard broke down in the nmeteen-thirties.'* 

To the extent that fleiSble exchange rates of foreign trade controb 
provide the possibility of regulating die foreign balance, internal con- ' 
traction and hence pressure on money wages is obviated. Any level 
of internal employment can be maintained if the external adjustment 
is 'manipulated by appropriate currency and' trade policies. Under this 
system there can be no general reason for lowering money wage rates 
to maintain or restore the external balance, nor is such pressure likely 
to be successful if employment is not falling. If, therefore, the red 
world moves towards , a system of managed currencies and' trade 
balances— as it did in the 'thirties — the foreign trade argument for wage 
reductions loses its force; if the world remms to the system of fixed^ 
exchange rates, as it prevailed jn the late 'ttventies, adjustment by in- 
ternal contraction or deflation is likely to be accompanied again by 
pressure on money wages. • 

(c) The hold which the ‘competitive theory of employment’ has oVer 
die minds of business men does not depend, however, upon such 
roimdabout deductions of economic theory. Its roots go far deeper. 
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The Cafises of Unemployment 

It is the idea that business left to itsdf -will,, through the interplay of 
anonymous market forces,- produce a natural cquihbrium which re- 
presents the greatest Avelfare for the community as a whole. What had 
been ti the eighteenth century a shockingly revolutionary theory, 
namely that the interplay of independent individuals, each striving 
after his own personal advantage, would result not only not in chaos 
but in the greatest wdfare for all, became the accepted ideology of the 
j^eteenth century. It postulated, in principle, that economic life should 
be free from State interference because it was regulated ideally by the 
caDmpetitive play of business units. This belief in the benefidd nature 
of the Automatism of the market process teceived many bloAvs and was 
constandy modified with changing circumstances but remained the 
credo of •business men in all capitalist countries. It made business men 
masters in dieir own house and subject only to the unwritten laAvs of 
competitive economics. 

If it is now felt that a publif agency should regulate the level of em- 
ployment and the^ external balance, because experience has shown that 
laisser-faire does not produce under all circumstances — ^intemal and 
external — a. steady and high level of employment, the very substance 
of nineteenth-century belief in a free and unmanaged economy 'seems 
to be attacked. 

If the State assume new and positive functions in the economic field; 
if not mere competition between businesses but deliberate guidance 
and management of economic forces are required to secure stability 
and maximum utilization of resources, then it is argued, freedom, 
initiative, security from arbitrariness and even rights of private property 
will be in danger. If the anonymity of market forces is replaced by 
conscious pubHc decisions the individual will be at the mercy of the 
complex machinery of the modem State, represented by bureaucrats 
and politicians following their own ends. This deep-rooted distrust 
of the State using or misusing regulative powers in the economic field, 
thus harming or favouring sectional groups; the fear of granting econo- 
mic power to a public authority with codes of conduct different from 
those of private business; the fear that this power may slip into the 
hands of groups who will use it for what are called political purposes; 
such considerations produce the strong and passionate support for the 
admittedly grossly imperfect autonomous system of competitive eco- 
nomy, .while traditional economic theories about wages, investment 
and foreign trade serve mainly as rationalizations. The attraction of a 
self-regidated economic system, even if it does not work well, out- 
weighs in the minds of many people the attraction of a more perfect 
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system in whicli public political decisions in economic matters are an 
essential ingredient. 

II. ‘NATURAL WAVE’ THEORIES • 

For more than a hundred and fifty years the economic* growth of 
industrial countries has proceeded by fits of booms followed by slumps. 
The ups and downs of employment and income octurred at suffitiently 
regular intervals and had so many features in common that a generd 
explanation of the periodic fluctuations seemed justified. Throughout 
the nineteenth century and up to the present time many theories, were 
advanded to explain mesc cycles of business activity which did not fit 
at aU into the picture of the economic process drawn bj^ classical 
economists. On the basis of their theoretical system one should expect 
a steady advance, disturbed perhaps by random fluctuations, but not a 
regular cyclical pattern. 

Special theories, outside the general body of classical assumptions, 
were therefore developed and, whatever the explanatory value of 
individual theories, this was a great step forward in the search for the 
causes of imemployment. Whereas the classical system reduced the 
problem of unemployment ultimately to wage rigidity and fiicdons, 
the trade cycle theories found a number of ne^y factors which pur- 
ported to explain at least the periodic fluctuations in employment. 
Broadly speaking they departed in two directions from the dassical 
'system. Some assumed that the data varied periodically, and hence 
that exogenous facto rs, shocks from outside the system, produced the 
ups and downs. Others tried to demonstrate the possibility of a self- 
generating ( endogenous) cycle by giving up the dassical assumption 
of synchronked processes and introducing instead time sequences as a 
variable. In this case the formal problem was to find the appropriate 
econo mi c variables and time lags which would describe the pattern of 
a self-perpetuating cycle. Examples of the first (exogenous) type are 
theories which explain the cyde by regular variations in harvests, by 
waves of entrepreneurial optimism and pessimism, by periodic, shocla 
administered to the system by errors in banking policy, by periodic 
shocks of inventions and so forth. . 

The second type is represented, for instance, by fiieories which 
emphasize the tendency of an expansion to produce disproportional’ 
developments in the sense that some sectors of the economy over- or 
under-spend, and that this lopsided devdopment becomes stronger as 
the expansion proceeds. There comes a point where these dispropor- 
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Hons brrak the expansion and turn it into a contracdon which then 
corrects secHonal maladjus^ents and lays the basis for a new. advance. 
Almost all these theories idake use of time-lag &ctors (wages lagging 
behind^rices, market rates of interest lagging behind the ‘natural’ rate, 
dje period of producHon generating excessive price increases or over- 
ordering, etc.) <0 explain the growing disproportion in the system; 
but often they oise Hie time-lag ftctor without seeing its intrinsic 
importance and combine it with dements of the exogenous theories. 
A systematic development of tune-lag theories is of comparatively 
Kcent date and outside the scope of this survey. The same applies, 
for qIMous reasons, to trade cyde theories devdoped on the basis of 
the ‘Effective Demand Theory’ ;-the latter and the employment policies 
associated with it will be discussed in the following section. 

It is impossible within the fiamework of this hook to analyse in detail 
■the two main types of theories mentioned above, or to test their 
empirical vai'dity. ft must suffice to mdicate some general results which 
trade cycle analysis has conttibuted.to,the discussion of the problems of 
unemployment. '■ 

The Nature of Periodic Unemployment , 

All trade cyde theories try to explain the recurrence of mass un- 
employment at regular intends and all agree that periodic unemploy- 
ment is not due — or at least not primarily due — to mere fiictions or the 
rigidity of money wages, which was the dassical explanation of un- 
emplo^ent. 

Even if it is'^sumed that no unemployment exists at the top of the 
booin, it is evident that,{taking good and bad trade periods together,’ 
average unemployment of a non-fticrional type exists on a maw scale.) 
However, not many theories demonstrate or attempt to demonstrate 
that the expansion of the economy in the upward phase of the cyde 
must always be carried to the point where all the imemployed are 
absorbed. ^If, however, there is no general or automatic force which 
drives acrivity up to thc'limit of full employment, then it is possible 
to have getyrd unemploymen t over a number of cydes. This poses the 
question of an economy with permanent unemployment ) 

. When data became available and methods were developed to meas- 
ure cyclical phenomena it became possible to determine quandtativdy 
various types of unemployment cyclical and seasonal and the rest, 
which was often further subdivided into fiictional and general, or into 
ftictional and structural imemployincnt The latter was explained in 
dassical terms to be due to heavy and persistent fiictions (immobility) 
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owing to the decline of localized industries. As will be argued in Parts 
n and in, this explanation is more than doubtful; Moreover, under- 
employment at boom levels has been observed in many other countries 
where die specific British fectors of declining local industries vfere not 
present. ^ • 

The notion that the cycle will reproduce itself has been mterpreted 
dilFerendy in difierent theories. The pattern of the cycle was pardy 
conceived as something unavoidable, imposed by natural, unccBitrol» 
lable conditions, which could not and should not be interfered with. 
When one thinks of harvest fluctuations, or changing psychological 
moods, or time-lags, it seems plausible to conclude that the reSiiJting. 
business cycle is beyond human control and that there is nothing to do 
but submit to it. This view is remforced (especially in periods when 
laisser-faire is an accepted ideological principle) by the belief that any 
interference with the laws of the economic mechanism would make 
things worse and not better. The idea that the self-regulating forces of 
supply and demand produce a sort of ‘natural order was taken over by 
some trade cycle theories and transformed into a dynamic automatism, 
produced by similar anonymous and inescapable forces. These dynamic 
factors, it was stated, do not bring about the harmony and steadiness 
described in the classical system; but cyclical instability, it was argued, 
is the price we have to pay for progress and expansion. Some theories 
went further and tried to show not only diat depressions followed 
inevitably upon expansions, but that depressions had a positive and 
wholesome function. Adherents to tliis view — and there are many 
among economists, administrators and business men— fpoint out that 
depressions are necessary to eliminate the excesses of the boom, to cor- 
rect maladjustments, to wipe out the ineflScient producers who would 
otherwise be kept in existence and constitute a drag bn progress, as a 
corrective against the rapid growtli of financial titles, stock exchange 
booms and over-capitalization which could obviously not go on for 
ever. In fact, if slumps did not come about automatically, they would 
have to be invented. * 

A third group of tiieorists takes the line that the conditions which 
reproduce the cycle are largely outside social control, and that some 
fluctuations are therefore inevitable. They believe, however, that the 
amplitude of these fluctuations can be influenced to some extent by 
deliberate public action. Many variants of this view exist ; some suggest 
that an appropriate adjustment of interest rates by the Central Bank 
could mitigate the violence of the trade cycle; others that anti-cyclical 
variations in public investment would damp down the cyclical ampli- 
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tude. la both cases the basic idea is to alter the distribution of a given 
aggregate volume of employment over time. By directing, for in- 
stance, that- part of investment which is already under public control 
in such a \^ay that, of a given volume of public works to be undertaken 
in any cas^ more are produced in bad times and less in good times, 
inverse variatiofls of private investment can be partly offiet. Instead of 
having, say, i million imemployed at the top of the boom and 3 million 
at the’ bottom of the slump, anti-cydical public works programmes 
would reduce slump unemployment to, say, 2^ million and increase 
boom unemployment to, say, 1^ million. 

Wc’Siall see later that there is no need to restrict a public works 
policy to a mere redistribution over time of a given amount of public 
works afld that the planned total of works can (if it is desired, as for 
instance in war-time) be increased until all cyclical and non-cydical 
unemployment is eliiriinated. This implies, however, a'departure from 
the concept of a natural cycle which cannot or should not be completely 
abolished. To the extent diat an increase of total public works over the 
trade cycle is advocated, trade cycle policy aimin g at smoothing the 
violence of the movements shades over into the Demand Deficiency 
Theory which we shall discuss in the next section. Before we can do 
this we must, however, examine the above interpretations of the trade 
cycle as a ‘natural wave.’ 

The Control of Cyclical Fluctuations 

Does it follow that business cycles are inevitable and incurable if 
. uncontrollable data fluctuate cyclically’ Is it necessary or even desirable 
to pay the price of depressions to reap the finits of progress ’ "What are 
the merits and demerits of attempts to -smooth the c^e? These are 
some of the questions which require an answer, not only for the sake 
•. of theoretical clarity but above all because diey are the stock in trade 
of contemporary writing and speeches, both here and in U.S.A. 

It can e^y. be shown that the argument that the cycle is beyond 
human control, because it is impossible to alter or influence certain 
variations in data (e.g. harvest fluctuations, assuming that they generate 
the cyde), is erroneous. Certainly we cannot control the weatiier and 
hence cannot control die size of agricultural output. -But we can 
eliminate the eflecte of variations in crops on the social system. The 
Old Testament knew already that the remedy against the succession of 
seven fat and seven lean years was the accumulation of stocks in good 
years and their dispersion in lean years. In modem language, buffer 
stocks are a form of social control of the natural cyde in agriculture. 
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Moreover, it is by no means true that the fall in prices of agricultural 
products creates .a genera] 611 in industrial output; its main effect is • 
to redistribute real incomes between agriculturd producers and urban 
consumers. Similar considerations apply to psychological 6gtors (such * 
as changing expectations of entrepreneurs) or disproportions and time 
6ctors which cannot be influenced directly. Here again, their oper- 
ational effects can be changed by appropriate measures: pessimistic 
expectations for instance by subsidies to private investment, and* over*, 
optimism by global controls such'as raising interest rates, or by specific 
direct, controls such as licensing of investment, and so forth. ScI6 
generating cycles are therefore not like tidal waves to whose for(fc we 
must submit blindly, but social phenomena which can be managed 
and controlled by social action. . • . 

The theory of the corrective functions of depressions needs only a 
few comments. First of all, it must be asked whether it would not be 
less wasteful to carry on 'ineffident’ producers for some time rather 
than to let the whole economy slide into a depression. The proces of 
elimination of ineffidency will occur gradually when employment is 
maintained, it will be concentrated into a short space of time when 
employment is allowed’ to fall. There can be little doubt that (he 
waste involved in mass unemployment of plant and labour is greater . 
than any gain in effidency resulting 6om die more rapid elimination 
of the ‘marginal producer.*' 

Those who are concerned about maladjustments and advocate 
laisser-faire as a corrective forget too often that the whole dassical 
theo^, with its /a/sser-ya/re impheations, proceeds upon the assumption 
of gfadud and small changes. Sudden and major Ganges, such as are 
created by wars, trade restrictions, or major depressions, are riot within 
the orbit of dassical analysis and require, even according to cla ssical 
■prescriptions,. a positive public policy transforming the sudden change 
into a gradual process. This may imply subsidies or stock-piling for a 
•transition period, accompanied by measures of rationalization and 
possibly contraction, based on the long-period prospects of the industry. 
Vis-i-vis nfajor maladjustment the battle cry of hisser-faire is equally 
fiitile and as theoretically uiyustifiablc as the counterrclaim of un- 
conditional protection of die maladjusted position. A planned and 
gradual correction of the excess or thedefidency broadly in the direction 
■ indicated by the classical theory, is dearly the most rational solution, 
both from the point of view of theory and polic)^ This is generally 
recognized in dealing with major maladjustments produced by a war in 
• the immediate reconstruction period. Nobody si^gests that it should 
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be left to the free play of the market to elimiiiate the excess capacities, 
say in the engineering iiidustiies or in the non-ferrous metal industry, 
but many suggest that major maladjustments occurring subseguendy 
or in pcag; should be chminated by a process of competition. Such a 
policy is ipipracticable and leads usually to mere protection without a 
positive policy^sf reorganization and transfer. 

. Secondly, it is by no means certain that a depression will put the tech- 
nically least efficient producers ouf of business; it may well eliminate. 
— and particularly so under monopolistic conditions — ^the financially 
weakesj: unit. The main argumentis, however, that any depression over- 
doe^die job by removing not only excesses of the boom and marginal 
inefficiencies, but by creating new excesses ui the opposite direction : 
prices fidl ‘too much,’ firms with sound prospects in the longer run get 
into difficulties as a result of the depression and efficient plant and 
equipment are forced into idleness'. In other words, even if one assumes 
for tie sake of argument that an expansion creates excesses which must 
be corrected, a cumulative depression, the depth of which cannot be 
foreseen, is the most clumsy and wasteful instrument to put matters 
right. If it should prove necessary to have spepial correctives against 
disproportions or penalize uiefficicncy, it is clearly preferible to 
use other, more discriminating methods. 

Finally there is the question of trade cycle policy. Tim will be taken 
here in the narrow sense of merely mitigating business fluctuations and 
not in the wider sense in which it may mean the maintenance of a steady 
or increasing rate of output at full employment level. The implied 
ironing out of fluctuations attempts to distribute the incidence of a given 
amount of unemployment more equally over the various phases of the 
cyde. Until about a decade ago opinions differed about the best 
methods of achieving this end: Since then it-has become frirly gener- 
ally agreed that public works, timed in an anti-cyclical sense, can' use- 
fully contribute towards dampflig cyclical fluctuations. The underlying 
assumption is simple: we have variations in private investment which 
generate cumulative upward and downward processes of the economic 
system as a whole. This cyclical behaviour of private investment is the 
root of the trouble and must be taken as- a datum in our society. 
Hitherto the ups and downs of private investment have been (more 
often than not) reinforced by simultaneous and parallel fluctuations in 
public works. But public investment is not — or at least not primarily 
— undertaken for profit, and so need not follow this pattern. Since this 
sector is in any case under public control and not primarily, determined 
by profit considerations it can be manipulated so as to offiet— as far as 
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possible— variations in private investment. Ideally, public works should 
be at a minimum when private investment is booming, at a maximum 
when private investment is at a low ebb. In other words, ideally speak-' 
mg, public worla should lag beliind private investment by h^f a cycle. 

It wdl be observed that greater stability tif the system as a wljole is thus 
achieved by creating artificially an instability (of pi/olic works) to 
compensate the basic instability (of private investment). Such a pro- 
cedure can be criticized on various grounds. * • 

Once it is realized that public works need not follow in the wake 
of private investment and can — ^within certain limits— be tiined in» 
dependendy, it seems equally undesirable to have them fluctuate pafallel 
with, or opposite to, the cycle of private investment. Taken as such, it 
would clearly be preferable to have a steady rate of publid works. . 
Only if it can be shown that there are no ways, of regulating private 
investment, and only if the latter is regarded as of paramount im- 
portance and public investment as a stop-gap with litdc or no priority 
of its own, is the policy of subordinating and de-stabilizing public 
works to the whims of private investment justified. 

Part only of public investment can be adjusted anticyclically. Some * 
publicVorks arc bound up with the flow of private investment and 
consumption (e.g. streets, sewerage, etc., with private house building; 
telephones for private users, etc.); some are of a long-term nature (such 
as forestry programmes) or otherwise impossible to postpone (e.g. 
armaments or current repairs of existing assets). 

The remainder of ‘timeablc’ public works is (in the western demo- 
cracies) largely determined and undertaken by local authorities which 
for various' administrative and financial reasons cannot easily postpone' 
or antedate works demanded and approved by local interests. It ^vill 
need the overhauling of tlie relations of central to local government 
and a strengthening of the powers of direction of die central authority to 
make works of local authorities reliable instruments of trade cycle 
planning. 

Even if the vested interests of local governments were successfully 
overcome, the volume of timeablc public works is (or at least was in 
the past) so small in comparison "with die amplitude of fluctuations in 
private investment that its smoothing effect would not be appreciable 
and perhaps not worth the political price of radical interference "with 
'local self-gpvemment. •' - 

If these arguments against trade cycle policy in the narrow (tra- 
■ ditional) sense bc' accepted, the way out would seem to be eidier to 
envisage a considerably greater volume of timcable piiblic works than 
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that to wThich we have been accustomed in the past (the New Deal may 
be regarded as an experiment and lesson in this direction), or to 
reconsider the possibifities of steadying the apparent villain of the 
piece: private investment. Such considerations are clearly outside the 
frtunewor^ of the natural wave theories’ and so is the question which 
we have so 6r pushed into the background, namely that of the causes 
and cures for general unemployment. To these problems, which are 
analysed systematically in the Keynesian theory of effective demand, 
we turn in the following section. 

I.'III. THE DEMAND DEFICIENCY THEORY 

The starting-point of this theory of unemployment is the simple and 
commonsense statement that unemployment exiitts because tipmand fnr 
g oods and- services is insufficie nt to make use of all the real resomrees 
available. If demand were greater more factors would be employed 
and if as in war-time, demand is exceedingly high in relation to 
available resources, factors will tend to be over-employed. This state- 
ment might seem to be acceptable to almost any school of economic 
thought. The crucial point at which opinions ivide is, however, in 
explaining the conditions under which defnand is deficient to einploy 
all the existing real resources. The classical theory held, as we saw, 
the view that, given sufficient mobility of facton and flexibility of 
prices and wages, demand could never fail (in the longer rm). to 
be adequate to employ all the factors seeking employment. Deficiency 
of demand could only come about as a result of artificial market 
imperfections and rigidities. Trade cycle theories (of the type discussed 
above) attempted to show the possibility of periodic fluctuations in 
total demand, but by concentrating on the mechanism of the cycle 
very often failed to explain the basic ftetors which make for a deficiency 
of demand in the long run, and the problem of idle reserves of labour 
at the top of die boom. 

This fundamental problem of the general ftetors which determine 
the level of demand and employment was reconsidered in the ’thirties^ 
and systematically developed by Lord Keynes and a number of other 
economists. The gist of this theory must be briefly recounted as it 
forms the background of the studies in this book. 

IHE EIEMENTS OF THE THEORY 

Assume as a starting-point a state of afiirs -where all the factors of 
production are employed and where the community spends the whole 

^ J. M. Keynes, General Theory jf Baphyment, haerest and Aiotiey; ]. Robinson, Essays in 
the Theory ofBnploynieul.'snd by the same author, Infreduaion to the Theory of Employment. 
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of its net income. How can this state of full employment be disturbed 
and how can demand become insufficient to employ all the factors of 
production 2 

A mere s^ of demand from -one product to another ^pbVidusly 
does not reduce total effective demand, and cannot, givensornemobiUly 
of frctors, lead to more than temporary frictional unemployment. 
Deficiency of demand does arise, however, when some members' of 
the community wish to reduce their expenditure on consumption'whilo 
other members are unwilling to spend more -than tidr income on 
goods and services of some kind or another. If less is spent on coiv 
sumption by one sector of the community and diis is not made'ijp by- 
more ‘spending of others’ or by ‘spending on something else’ tot^ 
demand for goods and services decline, frctors of production will 
become unemployed and the income of the community will fall. 

We call people’s desire to spend less than their income on consumers’ 
goods dieir ‘desire to save’; "we describe the uses to which resources 
released by saving may be put, provisionally, as ‘offsets to savings’ or 
‘offsetting spending.’ The term ‘offietting spending* may covet a 
variety of uses: eidier the savers themselves may wish to spend on 
other than consumption go6ds, i.c. newly produced investment goods 
(such as plant and equipment, houses, etc.), or other private persons or 
public agencies may wish to spend tbe saver’s tinused purchasing power 
on investment goods (such as mentioned above) or on consumption 
goods (e.g. the State on soldiers’ food or dole payments, the private 
person through instalment purchases). We shall discuss the significance 
of .the various hinds of ‘ofisets’ later, and for convenience retain the 
very formal concept of ‘ofisetting spending’ for the initial stages of 
. our analysis. 

The fundamental theorem of the Demand Deficiency Theory may 
now be put thus: If people desire to save out of a given income more 
than the community -wishes to absorb in. offsetting spending, total 
demand, income and employment will decline below that level; or 
still more briefly: if planned sa-vtings^ .exceed offsetting spending, 
employment ■will fall. If at the lower level of employment people stfll 
wish to save more than the community uses for offsetting spending, 

. there -will be a further decline of employment, until what people -wish 
to save out of a given income is equd.to what the community decides 
to use for offsetting .spending at that level of income. Whatever the 
state of employment," an excess of intended savings over offsetting 

1 By ‘planned savings’ or ‘desired savings' wesball undectahd throughout ‘savings out of a 
given income.' 
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spading" generates a decline in employment. Hiis holds true for 
stationary and 'growing economics, for static Md dynamic models, 
and providesin this sense the nucleus of a general theory of unemploy- 

* ment. While the classical theory attempted to demonstrate the law 
of the conservation of purchasing power, we see now a chance of 
explaining a deficiency of purchasing power. . 

Moreover, it is easily seen that if the above relation between ‘in- 
tended savings’ and ‘offiets’ is reversed, the result \vill be an increase 
in demand and employment. If people wish to save less out of tlieir 
given income than the community uses for offietting spendmg, or 
mor^ shortly, if offietting spending exceeds planned savings, aggregate 
demand and employment \wll rise. If this excess occurs in an economy 
with idle reserves of men and equipment, some or all of these &ctors 
will be re-employed and output rise. If the economy is already 
working at full employment capacity an excess of offsets over planned 
savings will lead to over-emplo^Tnent, i.c. in the limiting case where all 
possibilities of voluntary overtime working are exhausted, to a rise in 
demand xmaccompanied by an increase in the volume of employment 
and outpuL*.In this case more feaon would be employed if tfiey w'cre 
available If they aie not forthcoming, demand for output rises but 
output cannot rise, with the result that the excess of offsets over 

• desired savings, produces nothing but a rise in prices. Over-employ- 
ment in the limrin g case of complete inelasticity of supply is, therefore, 
equivalent to pure inflation. 

By how much a given increment in ofisetting spending (or 
a reduction in, planned saving) will raise employment or income is 
determined by die co mm unity’s marginal propensity to save. An in- 
crement of extra spending will raise employment and income primarily 
in those industries' which direedy^ or indireedy produce to satisfy this 
extra demand. Income earned m diese industries will, however, be 
' pardy or wholly spent on consumption goods and thus will generate 
secondary incomes and employment. If die community chose to conr 
sume the whole of die extra incorhe, employment and income would 
rise indefinitely as a result of the given increment in the rate of ofisetting 
spending or consumption.^ If Ae community wishes to save part of 
the new income, the secondary efiects of the prirhary spending will be 
pro tanto reduced. As part of the income is saved at each stage, or round 
through which the income stream passes, the amount available for 
spending on consumption becomes smaller and smaller at each round. 

1 Or to put it difiercntly, when the marginal propensity to save is zero, a single ad of oS^tting 
. spending will produce an equal and lasting increase in the level of income and employment and 
inconic. ■ ' ' 
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-There is thus a series of decreasing increments of demand, sumnung 
up to a finite multiple of the increment in ofisetting spending. The 
multiplier, measuring the ratio of the increases in totd to primarj' 
employment and income, can easily be determined as the retiprocd 
of ‘die propensity to save. The greater (sm^er) the margind pro- 
pensity to save the smaller (greater) will be the secondary or multiplier 
efiect of a given increment in pnmary spending. That this must be so 
follows fi:om the general theorem, given above, that employment and 
income will rise as a result of an increment in offsetting spending until 
what people wish to save out of the extra income is equal to this 
increment. * * p 

It should be noted, however, that at any given moment and for any 
period’ of time actual savings are necessarily equal to actual offsets. 
Since actual savings are nothing but daims against such offfets, they 
can be neither greater nor smaller than the latter.^ The finance of off- 
setting spending looks after itself in the double sense that any act of 
offsetting spending is ipso facto an act of saving and that any rate of 
offsetting spending will generate incomes until the rate of intended 
savings (what people wish to save out of their extra income) is suffident 
to finance the rate of offietting spending in perpetuo. 

A decrement in offsetting spending, or an increase in the propensity 
to save unaccompanied by a corresponding increase in offietting spend- 
ing; will set the multiplier working in a downward direction and reduce 
incomes by a multiple of the original fell, until people wish to save out 
of the lower income not more than is needed for the lower rate of dff^ 
setting spending or consumption. The desire to save more than other 
people wish to offset leads to a fell in income which wipes out die 
savings planned by these groups of people by the dissaving of 
others. ' • 

At any given level of employment actual savings will thus be equal 
to actual offsets and, unless decisions with regard to saving or off etting 
spending change, employment and output will continue at-this level, 
ff we now introduce a change and assume that there is additional 
offsetting spending,, employment and output will be higher and this 
will generate further increases In employment and income until what 
people wish to save out of the extra income is equal to the additional 
offsetting spending. This new position must, however, not be -inter- 
preted as a final or equilibrium position. For the increase in output 
firom a lower to a higher level may in turn affect the rate of offsetting 
spending which people plan as the atuation changes. About this inter- 

^ See Part H, p. 41. ' 



The Causes of Unemployment . 23 

acfion of offsets, savings and income in the process of time more •will be 
said later. 

THE DETERMINANTS OF SAVING AND INVESTMENT 

We'bave so far discussed these determinants in a purely formal 
manner, ?ydng hypothetical relations of sa-vings and offsets to demon- 
strate the ’melanism. We must no'w push a step further and ask 
what factors determine the propensity to save, what is the meaning 
pf the formal' term ‘offsets to savings,’ and what factors regulate 
decisions to absorb the community’s intended savings. 

Dedsiqps to save, made by private individuals or firms and in- 
stitqfiellis, are governed pardy by individual or social habits and tastes. 
.Of two comparable fanulies with the same income the one may save 
a certain proportion of its income, the other may not save at all or run 
into debt. If we look, however, at social groups or income groups 
where individual, differmces in thriftiness are averaged, we can test 
three hypotheses : {a) that the same absolute amount is saved at different 
income levds; (b) that the same proportion is saved at each income 
level; and (c) that- the proportion saved increases as we move to higher 
income groups. Observation sho-ws that, after allowance for corporate 
savings, %pothesis (c) is the realistic one. at least for industrial cqjmtries 
like Great Britain and the U.S.. A. It fbllo'ws that the more unequal the 
distribution of intomes the higher will be, ceteris paribus, the commu- 
nity's sa-ving out of a given income. The tendency to save a greater 
proportion out of a higher income applies also to changes in the com- 
munity’s total income. The higher the level of employment and hence 
of aggregate real income (given the distribution of incomes) the 
greater the proportion the community -wishes to save. If rising (falling) 
aggregate incomes are "associated -with shifts in- the distribution of 
incomes towards (away ff om) profits, as is firequendy the case, the rise 
(fall) of the proportion saved -v^ be correspondingly increased. This 
shows that savings are not only an increasing function' of the level of 
real income, but that they change in a father proportion than income.^ ■ 
• What about offsets ,^o sa-vings ? Who undertakes offsetting spending 
and for what purpose? The individual saver may abstain fironi con- 
sumption in order to spend on goods which are normally not paid for 
out of current income, e.g. to build a house; or a firm may plough 

1 Statistics of savings at different income levels ate scanty. See however: National Sources 
Committee, 'Consumers’ Expenditures in .the United Statps,’ 'Washington, 1939; M. Ezddcl, 
'Savings, Consumpdon and Investment,’ American Economic Review, March,June, 1942; Marvin 
Hoffenberg, 'Estimates of National Output, Distributed Income, Consumers’ Spending, Saving 
and Capitd Formation,' The Review of ^onomic Statistics, 1943; Ca’SnChsk.National Incomeand 
Outlay, London, 1937; Charles Madge, 'War-Time Pattern of Saving and Spending,’ Occa- 
sional Paper IV, Nu/ionuJ fnstfftife of .gnomic and Scria/Researcft, 1943. . 
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back profits to equip a factory. Odier mdividuals or agcnci* may* be 
willing to offs’et other people’s savings by acquiring additional capital 
goods or by spending in excess of their income. If we generalize the 
concept of borrowing so as to include borrowing of savings from one- 
self, we can say that savings arc offset by borrowing for cSpendituce 
on capital goods or consumption goods, or briefly, by Ipan dlcpenditure 
on goods and services. Given the propensity to save, income and 
employment will be higher the liighcr the amounts spent out of loans.^ 

What determines the rate of loan expenditure? In answering this 
question we must distinguish between loan expenditure, made bjj 
private individuals and agencies and by public autlioritics. Tlvyon- 
siderations determining private loan expenditure differ in important 
respects from those which apply to loan expenditure by t^e State. 
Let us assume then, as a first approximation, that public audioritics 
do not borrow on balance and that all offsets to savings must come from 
piivate loan expenditure. Wlicn private decisions \vitli regard to 
savings and offsetting loan expenditure arc the only fretors determining 
the level of employment, wc have evidently the relevant case where we 
can test whether the balance of these two sets of decisions will always 
be sucji as to produce sufficient demand to absorb the available labour 
supply. 

Private borrowing may be used for spending more than one’s income 
on immediate consumption or for purchasing additional capital goods, 
for addition to the capital stock of die economy. Private borrowing for 
consumption purposes is not entirely alien to ‘die capitalist system {vide 
for instance Ac hire-purchase system, or parents borro>ving for Ac 
education of dicir children, or unemployed persons getting into debt 
wiA retailers), but it is limited in scope by die un'v^lingncss of Ac 
saver and would-be lender to lend vwAout ‘security,’ diat is, widiout 
Ae possibility of laying Ins hands on a tangible, saleable asset, and by 
Ac unwillingness or inabAty of Ac would-be borrower to reserve 
part of his present and future income for servicing and amortizing die 
loan. 


This leaves as Ae main oudet for private' loan expenditure additions ■ 
to Ae capital stock, i.c. net investment. The main issue thus hinges on 
Ae question of private investment and Ac factors determining Ac 


willingness to invest, 

it is obvious Aat Acre are many factors which an entrepreneur 
weiglis up in his mind when he considers whedicr to invest and how 
mudi to,^invest Economic Acory attempts to select die dominant 
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not* yet bten achieved in this’ subject. The following p»agra|)hs list a 
number of i nducements and deterrent s, the balance of which may be 
regarded as determining the investment plans of entrepreneurs.^ 

« 

X., Expect^ Marginal Profits 

In deddUig Ijow much to invest an entrepreneur will in the' first 
instance estimate the prospective .yield of various amounts of invest- 
ment in particular lines of production. If his firm is working under 
conditions of perfect competition, so that his own output decisions do 
ijgt affect .the prospective price of the product, the scde of his invest- 
Tnfln t- .ipl)in will be unlimited as long as he expects constant or increasing 
returns firom any increment of investment he is contemplating. If he 
believes tjiat by extending the scale of his operations unit costs will rise 
while the effect of his increased output on prices can be neglected (ex- 
pected dis-eednomies of large scale), or if he operates under conditions 
of imperfect competition and must therefore assume that the price of 
his product will fall as he extends output, the expected profit firom 
additional doses of investment (the expected marginal profit) must 
evidendy decline. As market imperfections are present in almost all 
fields of economic activity we shall proceed under the assumptiqp that 
expected marginal profits will decline as the size of the investment 
contemplated % fir^ increases. 

2. The Long-Term Rate of Interest 

How fiir will entrepreneurs or firms push investment along the 
sdiedule of marginal expected profits? The obvious answer is: they 
will increase their investment plans as long as it pays them; in other 
•words, as long as they can cam at least as much by investing in bricks 
and mortar as they could earn by patting funds to dtemative uses. The 
next best alternative open to them is long-term lending, i.e. buying 
securities. They will, 'therefore, compare the yield on long-term 
securities with the expected profits associated with investment plans of 
different magnitude, and wiU push their investment plans certainly not 
beyond the point where the, marginal prospective rate of profit is equal 
to the current rate of interest on long-term securities. They are, in fact, 
likely to stop short of this point because they will be influenced in 
their decisions by various risk factors, for which allowance must be 
made. But lefus disregard these elements of risk for a moment and 

^ The theory of inducements to invest has geseially been much oveisimplified by most writers. 
The account gtven here is based on the Snidies in Economic Dynamics of Mr. M. Kalecki who has 
bioken mudi new ground in this field. .We present here omy an outline; for a more rigorous 
treatment the reader is referred to Mr. Kalecki's book. 

C 
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4 ■ ' . - , 

let us inquire first, how the rate of interest, which sets at least ah upper 
limit to entrepreneurial investment planning, is determined. 

Interest is the price paid or the reward received forlending. Itis paid in 
order to induce people to part with assets which ^e inimediat^ usable 
for purchasing goods and services of any description. Such Squid assets 
which can be converted without risk, trouble or bss 5f time into 
other goods are cash and bank deposits, in short, money. The rate of 
interest is therefore the price which equates the public’s desire to hold 
assets in the form of money (i.e. their unwillingness to lend rnoney) 
with the quantity of money available; it balance, in other, words, ^^e 
demand for holding money with the supply of money. What py)por- 
tion of their wealth people wish to hold in the form of money rather 
than in other assets is determined by tastes and preferences, which 
differ feom one individual to another and vary according to cir- 
cumstances. The simply of money is regulated by the Central Bank 
(an agency outside the market nexus with die status of a public author- 
ity) in conjunction with the private banks of the system. Given the 
desires or 'tastes’ of the public for holding money at various prices for 
lending, the Central Bank will by increasing the supply of money lower 
the fevel of interest rates and by decreasing the supply of money raise 
the level of interest rates. And simil^ly, if hquidity preferences of the 
public are changing owing to variations in the volume of transaction! 
or in the state of confidence, the Central Bank (ih-co-bperationvidti: 
;the private banks) can, by satisfying them through changes in me supplj 
of money, keep interest rates at a desired- level. , 

It should be noted, however, that banking policy affects, in the firs 
instance, the various short-term rates of interest, whereias it is the long- 
term, rate which is, as we' saw, rdevant to investment decisions 
The margin between short- and long-term rates varies not only in thi 
short run but also in the longer run’. Prospective short-term rate 
(ap^t from actual ones) in relation to acmal and expected long-tem 
rates, the proportion of long- and short-term assets held, the incon 
veniences and costs of hol<&ig different types of assets and simila 
fiictors (such as rates of taxation) are taken into account by people u 
allocating their funds between long- and short-term assets.^ The rela 
tionship between short and long rates of interest is influenced by- thes 
different factors, which on balance keep the long-term rate steadie 
■ than the short-term rate and the former always above the latter. Th' 
.higher the level of the long-term rate of interest thus determined, th 

' For a discusson of these factors see M. Katecld, Studies in Economic Dynamics, Essay No. t 
‘The Short-Term and the long-Teim Rate of Interest.’ . 
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less "far — cither things being equal — will firms push investment along 
a given schedule of margmal prospective profits. 

,3. Borrotm’s Risk ' 

5ut interest rates are— as already mentioned— not the only 6ctor 
which limift investment plans at any given moment Business men will 
also take into account me effect of investment schemes of different 
sizes op their ‘financial status’; for bigger schemes mean bigger com- 
mitments. A small increase they may be able to finance out of their 
own capital and reserves. Larger increases they must meet by incurring 
deW.,'|te'more a firm borrows, however, the greater will be the risk 
tO'the earning power of its own capital and the greater therefore the 
deterrent to increase its investment plans. Business men seem to regard 
a certain ratio of total capital to ‘own capi^’ (share capital plus 
reserves) as desirable or safe and to require an increasing premium to 
deviate more and more fi;om what they regard as an appropriate ratio. 
The growing reluctance of entrepreneurs to incur debts out of propor- 
tion to the firm’s own capital for financing bigger and bigger invest- 
ment schemes means that the marginal risk is rismg as investment 
plans inaease (‘borrower’s risk’). 

4. Lender's Risk 

Even if entrepreneurs were not constrained by such financial risks to 
limit their investment plans, they would find that the capital market or 
potential lenders impose the limit. In order to avoid the risk of growing 
indebtedness firms may attempt to raise their own capital by issuing 
shares. However, as the size of share issues for any particular firm 
increases, the selling price of new shares must (assuming conditions of 
imperfect competition in the capital market) be lowered. This will make 
the scaling up of investment schemesprogressively more expensive to the 
firm and thus set a limit to its attempts at increasing its dividend capital. 
The amount which a firm can borrow for increasing its fixed capital 
in the form of debentures and preference shares is similarly restricted 
by the growing unwillingness of potential lenders to put more eggs 
into one basket. The increasing risk premium demanded by the capital 
market or the lender as the size of the bond or share issue placed on the 
market by an individual firm at a given time increases, we may call 
the ‘lender’s risk.’ 

The four factors influencing entrepreneurial investment decisions 
which we have discussed so far, can be combined in one schedule. The 
figure below shows the relation of the four factors. If investment 
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pTatig are OM, the expected marginal profit is MP and tht m^ginal 
borrower’s risk is PB. The rate of interest is MR and the lender’s 

risk RL. In deciding 
about the siz 4 of the' 
investmenf an entre- 
prcnt^ir Will compare 
tlie expected profits 
net ofborrowcrstislc, 
i.c. MP - PB = MB, 
with the fate of iij- 
terest plus the lander’s 
risk premium, i.c. MR 
+ RL = MI, Aslong 
as MB is greater than 
ML it.w^ pay the 
entrepreneur to in- 
crease liis investment 
plans. Expected net profits will be maximized if they arc at any given 
moment adjusted in sudi a way that the cxpcctca mar^al rate of 
profij: minus the margmal rate of borrower’s risk is cqud to the rate 
of interest plus the appropriate lender’s risk, i.e. at the point S in the 
diagram. 

5. The Process of Re-hweslment 

Assuming that the schedules of expected profits and rates of intcresi 
remain undiangcd and that the investment decisions indicated by th< 
position of the four determinants have been taken, docs it follow diat al 
investment dedsions arcdicn exhausted and that investment activity ^vil 
come to an end ? Obviously not. Some forces must operate which induo 
entrepreneurs to go oninvesting. This inccntivcis provided bydie depre 
ciation allowances and profits accruing to entrepreneurs out of curren 
sales. These savings become currendy available and by rc-invcstin| 
them pardy or wholly, entrepreneurs do not increase their indebtednes 
and do not, therefore, incur increasing risk. The inflow of funds avail 
able to firms for investment purposes \vill, during any given shot 
period, tend to lower the marginal risk (bbrrowcr’s.risk) andnotinvolv 
a lender's risk, and thus provide the incentive for ne^v investmen 
dedsions. Firms will tend to rc-invest their own gross savings pard; 
or wholly at any given level of demand or income; though dicy wil 
have — other things being equal — no incentive to plan investment whicl 
implies dther an increasing borrower’s or lender’s risk. The infiov 
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of savings into firms tlius explains the continuation of investment 
■when other demand and supply factors are not changing and establishes 
,a relatiop bett\-een the rate of investment and the levd. of income. 

6 . The State of Demand 

Let us now’- consider how changes of economic data afiect the 
investment plans of entrepreneurs. It is evident that while such changes 
take place the rate of investment decisions -will be altered. If, for 
instance, the rate of profit increases during a period, the rate of invest- 
mant decisions -will be higher. At first sight it seems that this impact 
effect li’fill wear out when the rate of profit ceases to rise. It -will have, 
however, some more lasting effects due to the partial re-investment of 
sa-vings earned by firms or entrepeneurs owing to the temporarily 
higher rate of investment. We shall first consider the ‘impact effect’ 
of various changes and introduce the ‘lasting effect’ later. 

The impact ^ct will in all cases work by altering profit expecta- 
tions. Business men seem to be agreed that what they call the ‘state 
of demand’ or ‘expected changes in demand’ are by 6r the most 
important factors in their investment decisions. The dependence of the 
latter on changes of demand is usually formulated as the ‘acceleration 
principle’ which makes the rate of investment decisions a fimedon of 
the rate of change of demand. If, for instance, demand rises at a steady 
rate investment decisions -will be made at a constant rate; if the expan- 
sion of demand slows down the rate of investment decisions -will 
decline; and if there is an absolute £11 in demand investment -will be 
‘negative,’ there -will be disinvestment. In the strict form the accelera- 
tion principle does not describe accurately the observed facts.^ It could 
be modifira by taking into account the degree of utilization of equip- 
ment. When unused capacities are small and employment is at a high 
level, small variations in the rate of change of demand may produce a 
higher rate of investment decisions than the same variations in demand 
induce when" there are large unused capadries and employment is 
correspondingly low. In this case the influence of the acceleration 
prindple womd betetarded at low levels of employment and reinforced 
at high levels. 

In our model the impact effect of changes in demand would be 
expressed in upward and downward shifts of the marg inal profit 
schedule, the rate of shift indicating changes in the level of investment 
decisions in response to changes in demand. 

* See 'Imbergen, ‘Critical Remarks about some Business Cyde Theories,’ Eeonometrica, 
April 1942; and M.£zekid, 'Savings, Consumption, and Investment,’ dmcrioin EamomicRaHav, 
March, June 1942. 
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7. The State of Supply 

In analogy to the ‘state of demand’ one could also speali of thcr 
influence of the ‘state of supply* on investment decisions. Two flictors 
may be listed on the supply side. Firstly, innovations in technique or 
organization increase the expected profitability of a given dose of 
investment and thus make for bigger investment decisions than would • 
otherwise have been taken. Secondly, variations in the volume ’of 
equipment in excess of changes in demand alter -profits and hence . 
profit expectations. If the volume of equipment rises while fhq national 
income remains constant, profits per unit of equipment will evidently 
fall, because the addidonal equipment competes with the bid equipment 
for the same market. Similarly, if the volume of equipment rises more 
quickly (slowly) than demand, profit rates will tend to fall (rise). The 
operation of these two fiictors can also be represented by shifis in the 
marginal profit schedule. 

8. Psychological Factors 

Finally, we must include in the list of factors influendng the rate 
of investment decisions, changes in the long-term rate of interest and 
changes in risk rates (due, say, to optimism or pessimisni). It is obvious 
that lowering (raising) of risk schedules and ofinterest rates will increase 
(decrease) investment plans. . 

Now let us return to the distinction between ihe ‘ impact. effect ’ and 
the ‘lasting effect .’ A change of any of the above fectors increases or de- 
creases the rate of investment decisionsCThe additional investment actu- 
ally undertaken creates, however, additional savings which will partly 
accrue "to entrepreneurs and tend to reduce their degree of indebted- 
ness. Entrepreneurs will respond to this tendency of a felling marginal 
risk by re-investing these additional savings partly or fully. Re-invest- 
ment implies, however, that the level of investment (and hence of 
income) will remain higher after, say, a rise in demand or a reduction 
of the rate of interest, than it was before. An upward shift of the 
margm^ profit schedule causes thus not only a temporarily higher 
rate of investment during the transition fixtm a lower to a higher level 
of expected profits but also a certain more lasting; increase. How long 
* the effect will l^t will ‘depend on the degree to which savings are 
reinvested. As savings are a function of income the .connection 
between the rate of investment and the level of income becomes 
apparent ^ain) 
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DEMAND DEHCIENCY AND EMPLOYMENT POLICY 
Private investment and the Level of Employment 

Our list yf the inducements and deterrents to invest may be incom- 
plete and die inttraction of the dominant factors may be more complex 
than we presented them. But even the brief survey given above seems 
to make it plausible that it is at least not self-evident that numerous 
in dependent units, each weighing up many uncertain factors relevant 
tc* their mvestment pl anning and finally deciding the size of their 
invesAfient plans, sh ould always tend to reach decisions which in the 
aggregate are just sufficient t o provide that primary employment whi(3i 
g oierat es f ull employmen t. 

Moreover, inv estment deds ions, made by one section of the com- 
munity, are govSned by the complex considerations of profitability 
outlined above; de cisions to save , made by another section of the 
community, are determined by quite different factors such as saving 
habits and the distribution and level of incomes. There are no a prior i 
reasons to assume that these two sets of decisions wi ll alwa-s^ balance 
so as to SijSntain an existing levd ot employment and even less that 
they will balance at or near the full employment level. This is true even 
if we interpret the relationships in terms of static theory and abstract 
fi:om time sequences. In this interpretation an inequality between the 
wish to save and the wish to invest generates changes in total demand 
and employment When investment decisions exceed (fill short of) 
what people wish to save out of their present income, employment 
and income will rise (fall) imtil equality between the rate of investment 
decisions and the rate of planned savings out of higher (lower) incomes 
is established. The market decisions of savers and investors may thus 
lead to a temporary or lasting deficiency of demand and corresponding 
under-employment or by chance to full employment- In this inter- 
pretation full employment becomes one of many equilibrium positions 
at which the system may come to rest and loses its distinction of the 
equilibrium position par excellence to which the system automatically 
moves. 

But such a static interpretation is highly unrealistic, because it neglects 
the interdependence of economic events in the process of time. As we 
saw in the desaiption of the factors which influenceinvestment activity, 
changes in data will alter entrepreneurial profit expectations and hence 
lead to a revision of investment plans. These revised decisions will tend 
to produce further changes in data, which in turn will influence profit 
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expectations. Thus to-day’s data, which are the result of yesterday’s 
decisions, will evoke new reactions and thus determine to-morrow’s 
data. This chain of time-linked actions and reactions gives a realistic 
picture of the economic process. If, however,- any given cjjange will 
start further changes it becomes possible that the system -will pever coilie 
to rest at any particular level, or that it develops, under certain con-, 
ditions, periodic fluctuations. The cyclical variations which we observe 
are then explained by the complex interaction and time sequence of 
investment decisions governed by a niultitude of past, present and 
expected events, which (as explained previously) form the basis of entre-' 
preneurial profit expectations, and of saving or consumption decisions 
- depending mainly on changes in the level and distribution of income. 
Whether such variations wul be less or more violent and whether they 
■will occur around a high or low level of employment, depends again 
upon the quantitative and time relationship between the propensity 
to save and the inducements to invest. ^W^en average incomes are 
fairly high, as in industrial countries, and tiie income -distribution is 
fairly unequal, the tendency to save at moderately high levels of employ- 
ment may tend to outstrip private investment decisions based on the 
‘state of demand’ and thus prevent the market economy from ever 
reaching anything like full employment. The market forces as such 
do not, therefore, tend to push employment to full capacity level; they 
tend even less to maintain it there. The liiJt.which would permanently 
keep planned savings low enough and investment decisions high enough 
to prevent total demand from being deficient in giving employment to 
all labour seeking work is missing in capitalist societies. The recog- 
nition that the fi:ec play of the market, that busmess left to itself, cannot 
be relied upon to produce and to niaintain full utilization of the avail- 
able labour represents a revolution in economic thought and has very 
far-reaching implications indeed. 

For if the balance of decisions of the numerous &ee and independent • 
economic units' playing upon the market is more likely than not to 
produce unemployment, the very justification for laisser-faire and 
liberalism in the economic field, namely that — taken all in all— this 
would produce the greatest welfare for all and the most rational use 
of resources, goes by the board. The liberal concept of the relation of 
State and industry becomes obsolete, not because social considerations 
deinand some State action to protect or assist this or that social group 
against the result of the market-forces (such concessions do not invali- 
date the principle); its very essence becomes obsolete if its claim that • 
free play and abstinence mom State interference produce optimum 
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utilization, of resources is disproved, and cannot serve any more as a 
criterion of policy. 

To pfovide the missing link between desire to save aild offsetting 
spending -yhich 'makes die economy utilize the available labour fiilly, 
.becomes, in principle, simple once we include the revenue and expendi- 
ture policy of t&e public authorities which we have so fer disregarded 

in our considerations. 

• 

Government Finance and the Level of Employment 
• 6tate finance differs firom private finance both on the income side 
and orf the expenditure side. The State derives its income not firom 
offering goods or services for sale but by imposing taxation on the 
membersTof the community ; 'the planned size or State revenue is deter- 
mined by die needs of the community as interpreted by the govern- 
ment of i e day. The State (meaning here the local as well as the central 
public authorities) may, like any other economic agency, decide to 
save, to spend less than the revenue (the case of a budget surplus) or 
to spend just the revenue (to balance the budget) or to spend in excess 
of the'revenue by borrowing (to run a budget deficit). The effects of 
the three policies are, given dhe structure of taxation, the same as shnilar 
behaviour of firms or private individuals. A budget surplus will — 
ceteris paribus — depress income and employment; a balanced budget 
will neither add to nor detract firom total demand; and a budget deficit, 
like private loan expenditure, will tend to raise the level of employ- 
ment. It is obvious that these budgetary policies can be used to counter- 
'balance variations of employment in the private sector; a tendency to 
over-employment could be met by aiming at a budget surplus; under- 
employment could be met by deficit spending. 

The State possesses, however, another tool for forging employment 
policy: alterations in the structure of taxation wii dhe aim of in- 
fluencing die community’s desire 0 save or to invest. By lifting taxes 
off the lower income groups with a high propensity to consume, and 
shifting taxes on to the high income groups (inclusive of undistributed 
profits) with a high propensity to save, die community’s propensity to 
consume isincreased; effective demand and employment are stimulated, 
provided die extra taxes on high incomes are designed in such a way 
as not to reduce the inducement to invest. Ideally speaking, taxation 
could be so adjusted that the private sector of the community wishes to 
save out of its net income (i.e. incomes after taxation) just the amount 
required to make the additions to the capital stock needed for the 
increase in the population and in technical progress in a fully employed 
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economy; Provided these investments are undertaken by the private 
sector (and that may not come about automatically in all circumstances), 
such redistributive taxation vtiU secure foil employment withoijt resort 
to deficit finance. It is obvious that an inflationary situation pan also be 
brought under control by an appropriate modification , of the 
system. Public finance provides thus two types <5f employment 
regulators which may be used singly or togetlicr: (a) deficit and surplus 
finance, and (6) redistributive taxation. 

A variety of polities is tlius open to the State, and tools are available 
which are powerful enough to control the level of demand and the 
utilization of tlie labour force. If full employment is to be'securiSI, die 
State must take on the positive economic function of regulating the 
level of demand by appropriate financial policies and/or by other 
measures. The regulation of the economic process by market forces, 
incapable of maintaining steady foil employment, must be supple- 
mented by conscious and deliberate regulation of public authorities. 
Sucli deliberate public dedsions in economic matters arc often regarded 
as arbitrary, and contrasted with the ‘natural,’ ‘non-arbitrary’ results 
of the firee interplay of economic units. This distinction can only be 
maintained as long as the laws of supply and demand, producing, say, 
unemployment or a distribution of goods according to ability to pay, 
is regarded as non-arbitrary. From a formal point of view the market 
acts as arbitrarily as a public agency; the former’s anonymity hides 
individual responsibilit)' for failures in the working of foe system, the 
latter' puts the issues before the public and places die responsibility 
squarely on the policy-making institutions and persons. In a way this 
is not new. State finance and oqjenditurc have always been determined 
by public decisions. What is likely to be new, are die guiding principles 
and contents of such decisions and the need to supplement or to replace 
in some cases global (indirect) controls by specific (direct) controls. 

• The aim ofStatc finance undergoes a fundamental change when it is 
directed towards securing full employment. The guiding principle in 
the past of balancing revenue and expenditure, dius (as might be 
thought) neither adding to nor taking away firom total market demand, 
will be replaced by the criterion of maintaining foil employment by 
adjusting saving and offsetting' spending through fiscal methods of 
taxation and borrowing, or, foiling that, by direct controls, 
defidericy of demand resulting from market dedsions can be remedied 
dther by increasing the propensity to consume and decreasing the 
propensity to save by taxing die savers (high income groups), or by 
increasmg offsetting spending, that is by defidt spending. By spending 
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in excess of revenue total demand is increased and, as argued above, 
by a multiple of the loan expenditure. This is true 'whether deficit 
spending is used for stimulating consumption or for expenditure on 
public in'viestment. 

^hese pHndples of State finan ce fi)r full employment are a startling 
and paradoxicsu reversal of the principles of sound business and persond 
finance. To live beyond one’s means or to borrow for consumption 
is likely to ruin the individual: why should the same beha'viour which 
is unwise firom a private' point of view be beneficial and wholesome 
when^tjje State is folio-wing it? The State can act differently fi-om 
private business because it acts as the agent of the community as a 
whole and what it spends accrues to the community (disregarding 
leakages'abroad] ; no single individual nor a monopoly can act like this 
because only part of the extra expenditure flows back as income to the 
individual business.^ Secondly, the State need not pay attention to 
•profitability’ or to business codes of capital and revenue. As the 
Central Bank ‘conditions’ the state of liquidity, so State finance ‘con- 
ditions’ profitability by raising or maintaining efiecdve demand. It 
does so by stimulating consumer goods demand and output directly 
(and hence capital goods industries indirectly), or by public works or 
assistance to private investment, thus fostering capital goods output 
directly and consumer goods demand and production indirectly. How 
deficit spending is divided between public works and assistance to 
private consumption may be decided by social preferences; a pro-' 
gramme of ‘butter instead of guns’ produces full employment as well 
as a policy of ‘guns and butter’ or of ‘guns instead of butter.’ There 
will be cases (sec below) where part of the deficit spending cm usefully 
be diverted to increase industrial efficiency or to expand productive 
capacity, but over and above this the community is fiee to choose the 
direefion of spending according to tastes and prefermces. Moreover, 
the size of the deficit necessary to produce full employment is deter- 
mined only when other things, such as (he distribution of incomes, the 
system of taxation; etc., are taken as given. There again the co mmuni ty 
has the choice of altering by an appropriate public policy the distribu- 
tion of incomes through taxation or by other means, thus reducing or 
eliminating the need for State borro-wing. 

Once it is realized that full employment can be main tained by 
different policies, the choice between which and the combination of 
which is largely a matter of social and political preference, it becomes 

^ It is tnie that only part of the deficit Spending rvill flow back into the exchequer by tray of 
increased tax revenue; but the remainder accrues to die business cominunity and dius carmotbe 
said to be lost or wasted. 
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obvious that attempts to delegate all or part of these decisions to 
technical, function^ bodies or institutions implicitly restrict the 
choice, of ends and means and underestimate ' the socio-political 
importance of the interdependent public decisions to be take? to main- 
tain full employment. How much and what kind of taxation the 
commtmity is to have and hence how much deficit s^endmg will be 
needed, and how the deficit shall be divided between stimulating cori- 
sumption, public works, and other uses, and how widi this internal 
policy the country’s external economic relations shall be adjusted — 
this set' of interdependent decisions is not made easier, but is prgudicetl,' 
by counselling a ‘capital budget’ for deficit spending and a ‘national 
investment board’ for planning and partly executing spending on 
capital goods and so forth. Devolution and departmental specializa- 
tion arc inevitable in planning. and execution, but it is important that 
no agendes be set up which tend to narrow the choice or to obscure 
the inter4ependence of the fiscal and regulative dedsions taken to 
maintain full employment. 

Direct and Indirect Controls . ' „ 

This is important also because in maintaining fid! employment 
specific and direct controls may in certain conditions be more useful 
than global indirect controls, as is argued in the following studies. 
Instead of lowering interest rates it may be preferable to subsidize 
specific investments, or for the State to undertake investment in the 
private' sector; instead of global devaluation as a means of restoring 
external balance it may be preferable 'to use import restrictions and 
export premia for specific goods; it may be’ useful to apply price and 
quality control to some group goods and to leave others uncontrolled, 
or to subsidize goods in certain uses or for certain income groups and 
not in others. These specific controls raise in a more acute form the 
question of the arbitrariness of public decisions. It is fi-equendy asserted 
diat global, indirect controls such as taxation, tariffs, devaluation, etc., 
act indiscriminately while specific controls are discriminatory inside 
and/or outside the national economy and lend themselves more easily 
to abuse. Take the case -of import quotas versus tariffs, and assume 
that imports of certain luxuries are to b'e limited because full employ- 
ment has caused a shortage of foreign exchange. Tariff's would restrict 
the quantity imported (the restrictive effect depending mainly upon 
. the elasticities of home demand and foreign supply) and would allow 
domestic sales to be left to the usual market channels where they would 
go to the highest bidder. Quotas may or may not discriminate against 
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varfous suppliers, as compared widi tarifis having the same restrictive 
effect;" hut quotas set precise quantitative limits, possibly an upper and 
a lower limit, irrespective of supply elasticities abroad. The quota 
amount may be disposed of through market channels to the highest 
bidder as fii the case of tariffs, or may be ‘allocated’ by specific controls 
to particulSr fisns and/or to particular users (hospitals, children, etc.). 
Both the import quota and its internal allocation may be described 
as discriminatory, if the results of global controls such as tariffs 
and price bidding are taken by definition as non-discriminatory. But 

our illustration it could obviously be argued that tariffs and the 
market discriminate against ‘necessities’ and a case could be made out 
against market discrimination according to capacity to pay and for dis- 
crimination by specific control. The same applies to a temporary 
shortage of an imported raw material, say cotton or timber, which 
the market would resolve by raising prices and allocating according to 
the highest price offer. In a fidl employment economy die responsible 
authorities may permit the section^ price rise and die accompanjung 
speculative disturbances; they may, however; prefer to avoid price 
mcreases in the interest o^rice and wage stability and allocate accord-' 
ing to other priorities, ofiering substitutes for ‘socially less important’ 
uses. To permit or not to permit price bidding as a means of allocating 
botdeneck supplies implies a pubuc decision and there are no a priori 
reasons why market discriminations against those least able to 
pay should be regarded as a more objective criterion than discrimin- 
ations consciously chosen by the community against certain uses or 
users. 

The argument for global controls is not that their results are more 
objective or better, but that they are administratively handier, that 
they give more fi:eedom to the individual in finding his own adjust- 
ment, that they are less open to administrative abuse. For this reason 
the studies in this book give preference to global (financial) methods 
of regulating full employment wherever this gives rrasonably good 
results, and add specific controls as an alternative only where they offer 
particular advantages over the indirect methods. 

This attitude is in confornuty with the general assumption underlying 
this book. of a market economy based on private ownership of the 
means of production with the profit motive as a driving force and 
competition of a more or less monopolistic character, which suffers 
■ from periodic and general under-employment.' The problem we put 
ourselves was to investigate the conefitions which must be fulfilled to 
make such a system run smoothly at a full employment level, on the 



3 8 , The Economics of Full Employment 

assumption that the essentiak of the capitalist system were, tb he pre- 
served as fer as possible and ‘direct controls’ kept to a miniTnnm, 
These assumptions must not be interpreted as apologetic or prophetii 
ones. They do not imply that capit^m with full emplo^ent re- 
presents the best of all worlds. Socialism may be a superior System bu 
.'that is not the subject of our study, -which merdy shows finder wha 
-conditions and by what policies capitalism can-be made to work with 
•out unemployment. Nor should it be concluded that, because.it ha 
been shown how a capitalist economy can be mdntained at ful 
employment, any given country’s economy will in the end beorgankei 
along these lines. 



-PART II 


.THR*EE WAYS TO FULL EMPLOYMENT 
■hy M.Kaleda 

T he purpose of tlus paper is to discuss die methods of achieving 
and maintaining full employment in a capitalist society. We shall 
cohsidetrfhtoughout a closed economic system. This does not mean 
that we negjea the problems of foreign trade in the discussion of full 
employnjent, which present pediaps the greatest practical difficulties. 
They will be dealt widi in a separate study. Here, however, we abstract 
from them in order to make dear the fundamental theoretical problems 
of full employment. Similarly we abstract from die question of 
mobility of labour, which again is examined in a special artide. For 
the present it may be assumed that working time is variable within 
certain limits, which provides a suffident dastidty in labour supply 
in the short period, while in the longer period one may rdy on re- 
training of labour to restore equilibrium when the structure of demand 
changes. 

Fint and foremost we shall deal in this artide with the generation of 
efiective demand adequate to secure and maintain full employment. 
Secondly we shall have to consider the problem of private investment 
in such a system in the short period and in the long run. 

As the tide indicates, we shall distinguish three ways to achieve and 
maintain full employment: 

I. By Government spending on public investment (e.g. schools, 
hospitals, highways, etc.), or on subndics to mass consmnption (family 
allowances, reduction of iudirect taxation, subsidies to keep down die 
prices of necessities) — ^provided that this spending is financed by 
borrowing. We shall cdl this method shortly Defidt Spending. • 

2. By stimulatii^ private investment (through a reduction in the 
rate of interest, lowering of income tax or other measures assisting 
private investment). 

3. By redistribution of income from higher to lower income classes. 
We shall argue that the second method, i.e. stimulating private 
investment, is not satisfactory, but that both die first mediod and the 
third mediod provide adequate means to maintain full employment. 

39 
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L DEFICIT SPENDING 

Deficit Spending generates effective demand in the following way. 
The Government underlies public investment which does ijot com-, 
pete with private enterpme (e.g. it builds schools, highways, hospitals 
and so on), or it subsidi^ mass consumption (by paying family alow- 
ances, reducing indirect taxation or paying subsidies to keep down 
prices of necessities). This expenditure is financed by borrowing, and 
therefore does not involve curtailing private investment (provided tie 
rate of mterest is kept constant) or non-subadized consumption and thus 
creates an additional effective demand. ■' • •• 

It should be noted that the rise in incomes causes after sonSs'dme an 
increase in the tax revenue so that the final Budget deficit is lower than 
the increase in Government expenditure; • 

The fundamental questions related to creating employment by 
deficit spending have been widely discussed in recent years. Neverthe- 
less it seems useful to restate the main points of the discussion. These 
points are: (i) Where does the money come firom? (2) Will such a 
policy not inevitably raise the rate of interest and thus affect adversely 
private investment? (3) If the rate of interest does not increase, will 
defiat spending not create inflation? (4) If the Budget deficit is a 
permanent feature: how can the burden 'of thelincrcasing National 
Debt be tackled ? 

, , FUNDAMENTAL PROBLEMS 

Where does the money come from?.. 

Although it has been repeatedly>stated in recent discussions that the 
Budget d^dt always finances itsdf — that is to say, its rise always causes 
uch an increase in incomes and changes in their distribution that 
jhere accrue just enough savings to finance it — the .matter is stiU fi:e- 
quendy misunderstood. We shall therefore demonstrate this funda- 
mental theorem in the Budget deficit theory by means of a diagram. 
The left hand column on the diagram represents the national expendi- 
ture, i.e. the sum of Government expenditure, private e:q)en(limre on 
investment for replacement and expansion of capital (all purchases of 
new fixed capital plus changes in working capital and stocks), and 
expenditure on personal consumption. It is easy to see that in a closed 
economy in a given period this expenditure must be equal to the sum 
of wages, salaries, profits^ (gross of depreciation) and indirect taxation. 
For the price of any object bought will be fully accounted for by these 
four items. Therefore die column on the right’representing the sum of 

^ locluave of rent and interest. 
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theSe tour items for the economy as a whole is equal to the column on 
the left representing the national expenditure. The right hand column 
is divided according to the use which national national incomea 

is made'of incomes. There is first tax- expenditure iNOBEcnAXAnoM 

atien, hotS indirect and direct, paid by 
firms andindividuals;nextthereis per- . 
sonal consumption; and the residual is 
saving, gross of depreciation. For, if 
fiom die aggregate gross income plus 
indirect taxation we deduct all taxation 
and penonal consumption, the re- 
mainder is saving gross of depreciation. 

The shaded area in the left hand column 
represents the excess of Government 
'expenditure over taxation, i.e. the 
Budget deficit, and it follows direedy 
fiom the consideration of the diagram 
that Budget deficit plus gross private 
investment equals gross savings.^ If we deduct fiom both sides of this 
equation depreciation, we see iatthe relation holds good ifwe substitute 
net savings" for gross savings and net investment for gross investment. 
In other words, net savings are always equal to Budget deficit plus net 
investment: whatever is die general economic situation, whatever the 
level of prices, wages or the rate of interest, any level of private invest- 
ment and Budget deficit will alv^s produce an equal amount of 
saving to finance these two items. Thus the question how it is possible 
to increase Government expenditure if die expenditure on private 
investmmt and personal consumption is cut, is answered by Ae fact 
that th ere wi ll always be such an increase in incomes as to create 
an incr^^ m savmgs equal to the increase in the Budget deficit! 

The Rate of Interest 

Is it, however, not wrong to assume that private investment will 
remain unimpaired when the Budget deficit increases? Will not the 
rise in the Budget deficit force up the rate of interest so much that 
investment will be reduced by just as much as the Budget deficit is 
increased, thus ofisetting the stimulating eSect of Government expendi- 

T We have tadtiy abstracted in the above argument from transfers, i.e. Government esmendi- 
ture on doles, pensions, interest on the Nationsd Debt, etc. But the argument holds good if we 
include transfers both in the national expenditure (as a part of Government expenditure] and in 
the national income (alongside wages, salaries, and profits}. 

D 
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tufe on employment? The answer is that t lic rate of interest may Vip 
maintained at a stable level however large the Budget deficit, given a 
p roper banking pohey . The rate of interest will tend to rise if the 
piMc do not absorbthe Government securities, by the sale 6 f which' 
the deficit is financed, but prefer to invest their savmgs in bafik deposits. . 
And if the banks, lacking a sufficient cash basis (notes, and'accounts in 
the Central Bank), do not expand their deposits and buy Government 
securities instead of die pubuc, dien indeed the rate of interest must 
risesufficiendy to induce the public to invest dieir savings in Govern- 
ment securities. If, however, the Central Bank expands die cash bjisjs' 
of the private banks to enable diem to expand suflSdendy their diposits, 
while mamtaining die prescribed cash ratio, no tendency for a rise in 
the rate nf interest will appear. . 

We have considered so far die rate of interest in general. The actual 
position is a litde more complicated because we must distinguish 
between the rate on short-term and long-term assets. Even if die banks 
expand dieir deposits suffiejendy to satisfy the demand of die public at 
a given level pf the short-term rate of interest, they may absorb short- 
term assets while die Government is issuing long-term bonds. The 
long-term rate would dicn rise in relation to die short-term rate to 
such an extent that die public is prepared to absorb die bonds 
issued currendy by die Government. TJiis, however, may be dealt 
with easily by an appropriate issue policy of die Government. A good 
example is provided by die policy of the British Government during 
diis war. The Government has long- and raedium-tcmi bonds, bearing 
2^- to 3 per cent interest, on tap. The public buy out of their savings 
as many of dicse bonds as they choose and die rest of the deficit is 
covered by an increase in floating debt, i.e. by the issue of short-term 
securities. In this way bodi die long-term and die short-term rate of 
interesfare kept constant (the constancy of die latter is, of course, based 
on die policy of the Bank of England). The same method of keeping 
interest rates constant can be followed in peace-time. There is nothing 
peculiar in' die war-time situation wliich" makes diis mcdiod easier' 
dian where a Budget deficit is used for financing public investment or 
subsidizing mass consumption. Wc may dius conclude that, provided 
die Central Bank expands die cash basis of die private banks according 
to the demand for bank deposits, and that the, Government issues long- 
and medium-term bonds on tap, bodi the short-term and die long- 
term rates of interest niay be stabilized whatever die rate of the Budget 
deficit. 



43 


Three Ways to Full Einphyment 

The Danger of Inflation 

If the rate of interest is kept constant, 'will not the increasing Budget 
deficit (Ikuse inflation, i.e. a vidous spiral of prices and wages ; Ilie 
reply is tllat inflation will result only if eflective demand increase s 
s o much th&t a general scardtv of labour or equipment (or botfal arises . 
Up to a point tbfe short-period' supply curves are horizontal or mildly 
rising for most commodities. But, when effective demand increases 
significantly beyond this point, the steeply upwatd sloping parts of the 
shjrt-pcriod supply curves become relevant. As a result there is a 
generd, increase in prices out of proportion with average prime costs, 
and in this way the vidous spiral of prices and wages is started. In order 
to avoid.' inflation the Government must, therefore, be careful not- 
to push their defidt spending beyond the mark indicated by full 
utilization of labour and equipment. 

It is thus evident that a prerequinte of fiill employment is a proper 
relation between existing equipment and available labour. The volume 
of equipment must be adequate to employ the available labour and still 
allow for reserve capadties. If the maximum capadty of equipment 
is inadequate to absorb the available labour, as will be ^e case in back - 
w ard countr ies, the immediate achievement of full employment is 
clearly hopeless. If the reserve capadties are non-existent or insufficient 
the attempt to secure full employment in the shott run may easily lead 
to inflationary tendendes in large sections of the economy because the 
structure of equipment does not necessarily match the structure of de- 
mand. And even if the structure of equipment is matched with that of 
full-employment demand in the initial position the deficiency of reserves 
will cause troublawhen shifts in demand occur subsequendy.. 

In an economy where plant is scarce it is thus necessary to have a. 
period of industrialization or reconstruction during which the existing 
equipment is expanded at a rather high rate. In period it may be 
necessary to have controls not unlik e those used in war-time. Only 
after the process of capital expansion has proceeded sufiidendy far is a 
pohey of full employment of the kind described above possible. 

Another phenomenon may still arise in full .employment which, 
althoi^h it is not inflation in the above senre, resulting firom the dispro- 
portion between demand for and supply of consumption goods, may 
cause a continuous increase in prices, hi a state of full employment the 
bar gaining power of trade unions 'will be very strnnffly pnkanrpd . 
Thus there may be a spontaneous tendency for monev w ^e rates to 
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increase which leads to a rise in prices and the cost of living; this in'turn 
leads to a secondary rise in wages and so on. 

In so far as die rise in wage rates is equal to the increase in produc- 
tivity of labour the problem of the ‘vicious spiral’ does not arise/ 
because wage costs per unit of output will remain stable anS thus there 
will be no reasqn for a rise in prices. If, however, wage rates inaease 
more dian the productivity of labour, arrangements'must be made to 
prevent prices running away. If no such steps are taken the workers 
■ as a whole do not benefit; for the.increasc in money wage rates will be 
offset by the consequent rise in prices. In addition, a quick upward' 
movement of prices will be a disturbing feature in an econo*m»of full 
employment. How money wages can be raised ivjtho'ut causing a rise in 
prices is outlined in the section on ‘Redbtriburion of Income’ (pp.S5-7). 
For the present it is sufficient to mention that a rise in real wage rates, 
greater than an accompanying rise in productivity, in an cconoihy.of 
full employment must involve a curtailment of investment or con- 
sumption of non-wage earners. For odicnvisc die aggregate demand 
would exceed the aggregate supply and dius cidicr prices would finally 
rise, or if prices are controlled, shortages and haphazard distribution 
would ensue. 

The Burden of the Debt 

If full employment is mamtained by deficit spending, the National 
Debt will expand continuously, and the ' burden* ofintcrest upon it will 
tend to rise. Will not diis increasmg ‘burden’ set a limit to deficit 
spending as a means to full employment? It may be' well to begin by 
clearing up nvo popular misconceptions concerning die ‘burden’ of 
the Debt. - ■ 

In die first place interest on an increasing National Debt (as indeed 
on all the Debt) cannot be a burden to society as a whole because in 
essence it constitutes an internal transfer. Secondly, in an expanding 
economy this transfer need not necessarily rise out of proportion with 
the tax revenue at existing rate of taxes. The standard rate of income 
tax necessary to finance the increasing amount of interest on die 
National Debt need not rise if die rate of expansion of die national 
income is sufficiendy high, as a result of the increase in working popula- 
tion and technical progress. However, even if ive abstract from diis 
factor, it is fairly easy to devise a system of taxation to sendee die Debt 
which will not involve any disturbances in output and emp lo^Tnent. 

Imagine, for instance, that die interest on die Nationsil Debt is 
financed by an annual capital tax, levied on firms and person (shares 
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and debentures bemg excluded from the valuation of wealth to avoid 
a double taxation of the capital of fiftns). The current income after 
ipayiiientiof capital tax of some capitalists will be lower, and of some 
higher, frag if the interest on the National Debt had not increased. But 
their aggregate income will remain unaltered, and their aggregate 
consumption toII, not be likely to change significantly. Further,' the 
profitability of investment is not afiected by a capital tax because it is 
paid ofl. any type of wealth. . Whether an amount is held in cash or 
.Government securities or is invested in building a frctory, the same 
capital ^tax is paid on it, and thus the comparative advantage is un- 
changed. ''And if investment is financed by borrowing its profitability 
is clearly not afiected by a capital tax, because borrowing does not mean 
an increase in wealth of the investing entrepreneur. Thus neither 
capitalists’ consumption nor the profitability of investment is afiected 
.by the rise in the National Debt, if interest on it is financed by an annual 
capital tax. 

• We shall now consider the order of magnitude of such a tax. If we 
imagine that the tax is imposed to finance the interest on the National 
Debt incurred after a certain fixed date (Ae intaest on Ae ‘old debt’ 
bang already accounted for in Ae Budget), Ae relevant average inferest 
on.Ae Nation^ Debt may be assumed to be m Great Britain about 
2 per cent. This is approximately Ae present average cost of. (short- 
term and long-term) borrowing and Acre is no reason to assume Aat 
it would increase in Ature.* The rate of Ae annual capital tax will Aus 
be substantially lower Aan 2 per cent, because Ae tax to finance Ae 
interest on Ae ‘extra debt’ will be collected from all types of privately 
owned capital, of whiA Ae ‘extra debt’ constitutes only one item. If, 
for instance, this ‘extra debt’ were to -rise to one half of all privately 
owned assets Ae annual capital tax would amount to i per cent.^ 

' As an alternative to a capital tax, it is possible to devise a modified 
income tax,~Ac influence of whi A upon Ae national economy as a 
whole would be more or less equivalent to Aat of a capital tax. Income 

* The GoTemment can continue to have on tap long-tenn and medium-term issues and 
finance the test by floating debt (<£ p. 42). It is true that the cost of horrowing 'will incceaie if 
sales of long- and medium-term issues rise in proportion to the Budget deficit, but then nothing 
prevens the Government fiom reducing the rate of interest on these issues. 

- The above argument still requires some elucidation. It seems reasonable to deduct the 
capital tax from income before income tax is paid. For instance, if an asset yieldb 4 per cent 
ud the capital tax is 1 per cent; the income of 3 and not 4 pec cent would be subject to income 
tax. This causes, of coune, a certain reduction in the average yield of income tax, but this is 
ofiset by the income tax yielded by the interest on the National Debt, hf the National Debt 
increases, the national income being comtant, and the interest on National Debt is financed - 
’ by a capital tax, the aggregate yield ofincome tax is unchanged. It is true that it is being reduced 
by the increasing amount of capital tax, but it is being pro timto raised by the increasing interest 
on National Debt. ' 
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t 

tax, as opposed to a capital tax, reduces thenet rate of profit, thus weak- 
ening the inducement to invest.* The following modification may 
remove this adverse effect.' Imagine that income tax is charged on gross « 
income, i.e, before deduction of wear and tear. On the odvpr hand all 
investment in fixed capital, whether for the sake of repheemeht or 
expansion, is deducted from the taxable amount .(ff it exceeds the 
taxable income the excess is carried over for deduction in subsequent 
years.) It is easy to show that such a tax does not affect the fate of 
profit expected on new investment. Indeed, suppose, that an entre- , 
preneur expects for each fioo invested in fixed capital a gross pjofif o'r 
fjio per annum. One shilling in the of income tax re 5 iifces this 
expected profit to per annum. But by investing j^ioo the 
entrepreneur gets a ^5 reduction in his current income tax’ and thus 
the cost of investment is reduced to Consequently the expected 

gross rate of profitis the same 10 per ’cent per annum as if the tax were 
not in existence. 


DEHCrr SPENDING AND INVESTMENT 

e 

How Much Private Investment? 

Having considered die possible objections to achieving lasting full 
.employmentby deficit spending, we shall now examine in more detail 
the functioning of such a system. Its prifaciple i s that-the Government . 
increases expenditure on public investment and subsidies to mass con- 
sumption, without changing the tax rates, up to a point' where the 
effective demand created directly and indirectly by this spending 
(through the rising incomes) establishes full employment" Given that 
die Government keeps'employment at this level, what will happen to 
- private investment ? Hrsdy, will private investment remain subject 
to cyclical changes t Secondly, what should be the ‘equilibrium’ level 
of private investment’ ■ 

It is evident that the development of private investmm t under- a' 
regime of full employment will be steady. Violent cyclical fluctuations , 
of investment under hisser^faire are due to violent fluctuations ‘ in 
profits.^ In full emplpyirient, however, output and prbfits will show 
only long-term charges resulting from the increase in population® and 

’ The causation is actually doubI&-sidcd: a fall in investment causes a fall in edeedve demand 
and profits and this in turn leads to a new dedine in investment. 

’ Throughout this paper we refer, for convenience only, to an increase in working pt^uladon. 
In 'the event of a decrease occurring the various conclusions arrived at should be modified 
accordingly. ^ 
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increasing productivity of labour.^ There may, of course, be accidental 
fluctuations in the rate of private investment, for instance as a result of 
1 discontipuous technical progress. Such accidental fluctuations can best 
be neutralised by an appropriate tigung~of public investment. 

'^he question- of the ‘^uilibtium' level of private investmentat which 
we should aim Ip the regime of full employment requires some pre- 
liminary remarks about the concept of the degree of utilization of equip- 
ment, by which tfre mean the ratio of actual output to the maximum 
, capacity of equipment. The degree of utilization must be neither too 
steli nor too great. If it is too small there will be unused capacities 
which Tmban waste of productive resources; in die other case die 
reserves of equipment vm be too small to provide sufficient elasticity 
for adjustments. 

Let us imagine now that we start firom a position where the degree of 
utilization of equipment is at what we consider a desirable level. It 
follows that in the next period we want this degree of utilization 
to be maintained. But in the next period our foil employment 
output will be higher, on account of the increase in the working 
population and in productivity of labour (as a result of technics 
progress). Thus to maintain the degree of utilization of equipment the 
capacity of the latter must expand proportionately to the increase in 
working population and productivity of labour. TMs gives us the due 
to what should be the level of private investment. Private investment 
must he at a level adequate to expand the capacity of eqmptnent pari passu 
with the increase in workm yomlation and pToduttivitY of labour, i.e. pro- 
portionately to full employment output.^ • 

In the case of an increase in working population this statement is 
obvious, but it requires perhaps some explanation in the case of a rise 
in the productivity of labour. Imagine that an old machine is replaced 
by a new one requiring less labour to produce a given- output. The 
supply of labour thus increases proportionately to the rise in average 
productivity, and if foil employment is maintained a proportionate 
expansion in the capadty of equipment is necessary if no increase in 
the degree of its utinzation is to occur. 

^ la so far as ebanges in net profits sviH'result fiom a ddibetate policy of redistribution of 
income, care tvill have to be taken to neutralize the negative effect upon investment by appro- 
priate measures (cf. p. 54}. 

^ If the worl^g population is decreasing, but tbe rise in productivity is bigber. than the 
decline in population, the resulting full employment output will rise more slowly than tbe 
productivity of labour. The capacity of equipment must expand in diis case also proportionately 
to full employment output. 
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Rcgiihtin^ Private Investment 

To establish private investment at the level conforming to the above 
rule a varict)' of metliods may be used. It is known that a reduction ' 
(increase) in tlie rate of interest causes ceteris paribus a rise (foil) of the 
rate of private investment because it raises (diminishijs) tlfc expected 
net profitability of investment. The same is true of the rate of income 
x-tax. Thus when private investment tends to be ‘too. low’ it tyay be 
sdmulatcd by a reduction of the rate of intere st and tlic rate of incom e 
fax , and conversely!^ 

The operation of either of these metliods, however, involves leripus 
difTicultics . To bring about an appreciable change in the long-term rate 
of interest — which is relevant for influencing investment— is ratlier a 
slow process.* Moreover, what is more important, tlicrc arc limits to 
die reduction of die long-tenn r.itc became (in longer periods) this rate 
always exceeds die short-term rate by some margin and the short-ierm 
rale cannot fall below zero. 

Ch.mgcs in die rate of income tax involve in full employment a 
redistribution of consumption, and it is inconvenient diat the attempt 
to influence investment should be tied up with it. For instance, the 
application of this mctliod involves a rcdbtributioti of consumption 
from the lower to higher income classes whenever private investment 
is to be stimulated. 

The best method seems to be to replace a part of the existing income 
t.Tx by the ‘ modified income ta x,* described on pp.45-<5,wliich docs not 
.afrcctdicnctprofitabilin' ofinvestment. (Replaring ofincomc fax by a 
capital fax may be used for this purpose also.) If, for instance, the 
standard rate of income tax at a given moment is 7s. in the f we niaj’ 
make 35. of it subject to the modification. This removes the adverse 
eflcct ofincomc tax on die net rate of profit. TJicrcby we shall leave 
only 4.t. to exert the normal pressure on investment. The larger the 
shift from the norm.al to modified income tax, the more will invcstiiieiit 
be sdmulated. 

Slate Enterprise 

In addition to stimulating or discouraging private investment 
direct Govcnimeiit intcn’cntion in die sphere of private investment is 
possible and may be useful. 

The curtailment of private investment may be done by direct con- 

1 If tile reduction of the long-term me of imererr it carried out by meaur of reducing (he 
short-term rate a contidcrable time lag is involved. Tliii didimhy may l«e overcome by large- 
scale open market operations. However, a rjnick fall in the lonp-temi rate of ir.tcrest would 
have undesirable comequcnces (cf. p. 113J. 
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trols, for instance by licensing of investment. This will be of special 
advantage as compared with the ‘global' methods described above if 
•inv estment is much ‘too high * (i.e. creates large excess capacities) in a 
particular rector. Un the other hand, if private investment is inadeq uate, 
t he defideixiy ihay be made good by the Government itself taEng 'a 
h md in this spner e. State-owned enterprises may be created which 
tulhl this task to the extent to which private enterprise is unable to 
do so. This method is also, of particular advantage when the deficiency 
.in private investment has a pronounced section J character. 

’ A gpod example is provided by slum clearance. The Authorities 
withdraw gradually fiom occupation a' certain number of obsolete 
buildings and raise thereby the level of investment necessary to main- 
tain the housing capacity. They then fill the gap themselves by building- 
new houses instead of stimulating private building activity. 

Pnhlic Investment versus Subsidies to Consumption 

The long-run level of the rate of investment in the private sector, 
discussed above, has an important bearing upon the size of Government 
expenditure which is required to achieve full employment at the rast- 
ing tax rates.* The Government spending programme must be on 
such a scale that it will establish full employment in combination 
■ with investment adequate to expand productive capacity pari passu 
widi the increase in population and productivity of labour. 

Let us now consider in turn how the spenduig programme should 
be divided between public investmen t in the strict sense (roads, hos- 
pitals, schools, etc.)® and subsidies to private consumption . It is fire- 
quendy maintained diat the spending programme should be fully 
devoted to public investment, and there is no objection to this view 
from the aspect of generating sufficient cifective demand. But die gap 
to be covered by diis Government expenditure may be so large that 
public investment ^vill soon become entirely, or at least nearly, useless: 
In such a case it would be absurd to restrict the Government spending 
programme to public investment when a higher standard of living can 
be achieved by devoting a part of this spending to increasing con- 
sumpdon. The general principle must be that social priorities should 
• decide the nature of the Government’s spending programme. ' It will 
have to be decided, for instance, whether it is more important to 

‘ ' It should be lemembeied that only a pait of the inacase in Govetnment expenditure will 
be finally financed by botrot^ing, became apart is covered by the increase in tax revenue resulting , 
fiom the rise in incomes (cf. p. 40). - ' • 

* Homing, whether carried out by public agencies or by private entrepreneurs, we include in 
the sector of private investment. 
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provide in a given year more swimming pools or more milk for 
cliildren. Such decisions may be to a great extent affected by political 
factors. However, die principle of social priorities will in any case • 
eliminate such projects as building five bridges over one strf tch of the 
river for die mere purpose of providing employment. ’’ t 
It should be added diat if investment in die ‘private sector’ (in which, 
however, die Government may participate, cf. p. 49) increases, say as a 
result of slum clearance, the amount of Government spending on ‘pure’ 
public investment- and subsidizing consumption necessary to achieve , 
full employment will beprotoJ/o reduced. ^ 

ri. STIMULATING PRIVATE INVESTMENT 
The Process and its Consecpiences 

Wc shall now consider die sti mulation oforivate investinent as a w ay of 
a cliieving and maintaining full employmen t. In diis conception private 
investment is t o be stimulate d (by one of the mediods described above, 
cf. p. 48) to such a degree that the effective demand caused direedy 
and indircedy ( multiplier effect) by it establishes full emp loyment. 
Wc have already shown diat if foil employment is acJiicved by deficit 
spending measures to stimulate private investment may be ncccssar)'. 
However, diis assistance to private investment did not have die purpose 
of creating effective demand — this task was fulfilled by the deficit 
spending — ^but was necessary to ensure diat die level of investment 
expanded productive capacity proportionately to the long-run increase 
in full employment output. Now, there is no a priori reason for diis 
long run ‘e quilibrium’ rate of investm ent to be just equal to diat rate 
of investment which is necessary to generate su fficient effective deman d 
to obtain foil employment. Wc have so far a«umcd diat w'hcrc diis 
latter level is higher — ^ivhich seems to be a likely case — die difference 
would be made good by Govenimcnt loan cxpcnditurc.(^In die con- 
ception considered now, the level of private investment is pushed , 
up to the point at which it provides effective demand adequate to secure 
full employment. It is clear diat if this level exceeds mat, necessary . 
to expand productive capacity 'proportionately to foil employment 
output there will be a continuous fall in the degree of utilization of 
equipment and dius a continuous rise in excess capacity. A part of 
private investment will thus prove abortive) 

Moreover, the fall in die degree of utilization of equipment will be 
reflected in a decline in the rate of profit whicli will tend to depress 
private investinent. In order to prevent diefallintherateofinvcstmcnt. 
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which without compensation by Government spending would entail a 
cumulative slump in output and employment, it is necessary to provide 
•an ew stimul us to investment (i.e. to reduce further the rate of interest 
or income^, or to replace to an increasing degree the normal income 
tax*by a modified income tax). But after a certain time the trouble will 
reappear. Another reduction of the rate of interest, or some other 
measure, will be necessary to stimulate investment. We thus come to 
the conclusion that to achieve full employment by stimulating private 
, investment only, it may be necessary (if the levd of investment cre- 
a'tiftg e,ffective demand is higher than that level of investment which 
expands equipment pari passu with full employment output) to 
st imulate it in a cumulative wa y. 

The ‘Deepening' of Capital 

Some economists may object that to push investment beyond the 
level necessary to expand productive capacity pari passu with full 
employment output will not create excess capacity, but rather lead 
to more capital being used in relation to labour. And, so they would 
argue, this will result in an increase in the productivity of labom and 
consequently in the standard of living. 

The idea that die reduction of the rate of interest stimulates the 
appheation of more capital per worker is based on the assumption that 
the planned output of the investing entrepreneur is given. On this 
condition a lower rate of interest makes it profitable to use more capital 
and less labour. If we assume, however, that the capital available to a 
firm for finandng investment is given, the reduction of the rate-of 
interest has no influence on the choice of the method of production 
when planning investment, because it affects the expected net profits 
equally whatever the method of production adopted. In fact the actual 
conditions are probably represented by something intermediate be- 
tween these two alternatives, because the imperfection of the market 
, for products limits to some extent the planned output and the imperfec- 
tion of the capital market limits the available capital. Thus the reduc- 
. tion of the rate of interest would, in theoryi tend to induce more 
capital intensive investment, but byho means to such an extent as is 
fiequentiy assumed. In practice even this influence is doubtful. 

-The main stimulus to use more capital per worker is provided by 
new inventions. The advantage ofiered by them is usually so high that 
it will be taken whatever (within a wide range) the level of the rate 
of interest. This explains why fectories built in backward countries, 
where the rate of interest is high, are usually as modem as in old 
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capitalist countries where the rate of interest is much lower. In such 
conditions it is doubtful whether moderate reducdo'ns in the rate of 
interest will stimulate the application of more capital per wta:ker to • 
any considerable degree. ^ 

We have so far assumed that investment is stimulated byrthe reduc- 
tion in the rate of interest. However, it has been pteviously shown 
(c£ p. 48) that this method is not very effective because the long-term ' 
rate of interest changes rather slowly and (what is more important) 
because it cannot be reduced below a certain lirmt. For this reason we , 
suggested earlier that a more efiective way of assisting private in- ' 
vestment would be to reduce the pressure of income-tax, in particular^ 
by replacing it by a ‘modified income tax’ or a capital tax (cf. p..-48). 

It is now easy to see that if investment is stimulated in this way there 
is no influence upon its capital intensity -whatsoever. Indeed, whether 
the output planned by investing entrepreneurs or the capi^ available 
for finmeing investment is given, the reduction of the income tax 
pressure -will not affect the choice of the type of equipment. For the 
method of production which yields the highest profit before taxation 
-will also yidd the highest profit net of income tax. 

We‘ have tried to show above that a reduction of the rate of interest • 
or of the pr^ure of income tax is nbtlikdy to contribute significantly 
to the ‘deepening* of capital. An acceleration of the- increase in the 
producti-vity of labour can be achieved, however, by subsidizmg 
the modernization of equipment, for instance, by granting cheap 
credit for projects submitted for the approval of a Government agency. 
Nor is "this the only way to achieve the required modernization. 
Modem StatCTOwned establishments may be created, in order to force 
through .competition an unprovement in the methods of production 
of private firms. But such .activities should not be governed rherely by ' 
the wish to achieve full employment through investment in the ‘private 
sector.’ It is only to .the extent diat the acederation of technical 
. change has a social priority over public investment (in the strict sense) 
and subsidies to consumption that such schemes should be put into 
operation. 

The Dejiciencies of the Method ■ • - 

The.difficulties encountered in achieving full employment by stimu- 
. lating private investment reflect the fundamental error of this concep- 
. tion. The pr oper role of private investmen t is' to pro-ride tools for the 
- production or consumption goods, and not to proride enough work 
to employ all available labour. There is a dose analogy between this 
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prdblem aid the question of public investment versus subsidizing con- 
sumption in a Government spending programme. Both public and 
private' investment should be carried out only to the extent to which 
they are considered useful. If the efiective demand thus generated fails 
toproindd^full’^mployment, the gap should be filled by increasing con- 
sumption and Clot by piling up unwanted public or private capital 
equipment. * 

In addition to this fundamental point a technical but important 
disadvantage of this mediod should be mentioned. (Government spend- 
* ing can never fail to achieve immediately the desired employment eJSect 
if it is tjn* sufficiently large scale, because it generates effective demand 
directly. The e ffects of stimuli to private investment depend , however, 
o n the reaction of entrepreneu rs, and it is quite possible that when they 
• are in a very pessimistic mood diey may not respond even to consider- 
able inducements.) This may happen, for instance, if they do not feel 
confidence in the political situation. 

We thus conclude diat, both for fundamental and for technical 
reasons, a policy which attempts to achieve tull employment m m 
industrial country CTclusiveiy by stimulating private mvestment cannot 
be regarded as satisfactory. 

III. REDISTRIBUTION OF INCOME 
Redistribution and Effective Demand 

R edistribution of incom e is the third way firequendy suggested tc 
achieve full employnient. The underlying idea is that when income 
is shifted fir om higher to lower income earners total consumption is 
increased, because the poor have a higher propensity to consume than 
the rich. If, for instance, we increase the income tax on the rich and 
at the same' time reduce indirect taxation on necessities or semi-necessi- 
ties to the same extent, or pay an equal amount of family allowances, 
we increase die average propensity to consume. 

The compheating- factor which , is often left out of consideration 
is the de pressing'influence of the rise in income t ax upon private 
investment. We shall take. account of this effect in the subsequent 
argument. ’ ' \ 

It should be noted that if the proceeds of the increased income 
tax are used, not for subsidizing private consumption, but for pubHc ' 
investment this also increases effective demand, provided private invest- 
ment is not affected. For while a part of the . income affected by the _ 
new tax was saved, all proceeds of die tax are spent on investment 
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goods. Thus demand for investment goods increases mofe thaif the 
demand for consumption goods falls. 


The Use of the 'Modified' Tax ' ' ^ 

We start our considerations from the fact that we l(no^^ in advance 
what shotjld be the level of private investment in full" employment. It 
must be such as to raise the capacity of capital equipment pafi passu 
with the increase in population and in the productivity of labour. It is 
now easy to see diat t wo condition s must be fulfilled in-order that&Jl' 
employment be achieved by the -imposition of a liigher inpomc tax: 
(i) Income tax on liigher incomes must be fixed at such a level diat it s 
stimulus to effective demand, in conjunedon with die level of private 
investment as specified above, produceriull employmen t. (2) In order 
to maintain private investment at the specified level, cither the rate of 
interest must be fixed sufliciendy low , or rather — as this may be difficult 
— a suflident part of die income tax must be put on a modified ba sis 
(or replaced by a capital tax). Imagine, for instance, diat the jobt 
increase in population and productivity of labour is 2.5 per cent per 
annum. Thus our target in private investment must be such that it 
expands the capacity of capital equipment by 2.5 ficr cent per 
annum. Imagine further that this level of private investment being in 
existence, an income tax of los., out of which 5s. in the arc put 
on a modified basis, will establish effective demand adequate to secure 
full employment. Moreover, the ‘modification’ of income tax to the 
extent of 5s. will, let us suppose, allow for the maintenance of 
private investment at the required level. It is clear that in such a 
case our problem is solved. 


The Limits of Taxation 

We sec that a sufficiendy high income tax provides a workable 
i solution of the full employment problem, on condition that an appro- 
priatc part of it is put on a ‘modified’ basis (or replaced by a capital tax). 
It should be noted that the amount of Government expenditure neces- 
sary -to create full employment is ceteris paribus higher under die ‘in- 
come tax system,’ as compared with die case where deficit spending is 
applied. For taxation, as opposed to deficit spending, tends to 
reduce consumption of the people taxed, and thus stimulates effective 
demand only to die extent to which it falls upon savings. 

The advantage of the ‘income rax system’ over a ‘Budgetdeficit policy’ 
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canie seeif in the fact that it not onl^^ecures ^ employment, but at 
the same time it renders the distribution of incomes (ajfter taxation) 
more egalitarian. But precisely for this reason, ‘full employment 
through* taxation’ is likdy to encounter a much stronger opposition 
than a ‘Budget deficit policy.’ One cannot, therefore, make any definite 
choice betvreen?he Budget deficit and the income tax method. Income 
tax may be pushed as far as practically possible, but after this has been 
done, qne should not hesitate to have in addition such a Budget deficit 
as is still required to achieve and maintain full employment. 

• 

Thi WtigeJI^iiestion 

The problem of wage increases in excess of the rise in the produc- 
tivity of labour is, in a fully employed economy, closely connected with 
the matters discussed in this section. 

Imagine that we start from a position where, in addition to the in- 
fluence of the existing income tax, some Budget deficit is necessary to 
maintain full employment. Imagine further diat an increase in wage 
rates greater than the rise in productivity of labour has taken place. In 
order that prices should remain stable subsidies to ofiset the rise in wage 
costs are granted. These subsidies arc financed by income tax. It is easy 
to see that there will nevertheless be some increase in consumption. 
For the consumption of wage earners will increase more than the con- 
sumption of high income earners (affected by income tax) will be 
reduced, because the propensity to consume of the latter is lower than 
that of the wage earners. In odier words: the r edistribution of incom e 
from higher to lower income classes i ncreases effective deman d. On 
t he other han d the s upply of consmnptibn goods can be increase d in a 
fully employed economy o nly at the expense oh investme nt which, 
however, may be assumed to have been fixed at the level considered 
necessary for the normal progress of the economy. T hus in order to 
c ounteract the tendency of consumption to increase, the new incom e 
t ^ must be high er than is necessary to finance the subsidies alone; and 
to the extent of this excess the budget defidt will fall . The increase in 
wages with pnees maintained at a constant level will cause a shift from 
the ‘Budget deficit policy’ to the ‘income tax system.’ The increase i n 
i ncome tax must, of course, be accompanied by measu res to prevent 
pnvate investment from being aflertea . 

, This discussion shows that wage bargaining is likely to change its 
character in full employment. It will have to be linked with ‘bargain- 
ing’ for higher income tax on larger incomes and thus will relate the 
policy of trade unions -more closdy to general economic policy. We 
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shall see below that this is also true when prices are kept Constant not 
by subsidies but by price control. 

The 'Sqtteezittg of Profit Margins • • 

^ We have so far considered the redistrihution ofinco ^nesjiiv taxafion. 
^However, it is also possible to redistribute income bafore* taxarion_^ 
fl p rice control . If prices of consumption goods are rcdhced, while wages 
remam constant, there will be a shift from real profits to real wages, 
roughly equivalent to that which would obtain if prices of consumption 
goods were constant and wages correspondingly increased. Thus suglf 
a pohcy, provided it is accompanied by measures to mainteii}* private 
investment at an appropriate level, will be as effective as income 
tax in achieving full employment. Applied, however, as a general 
policy this method will, from the administrative pomt of view, be 
inferior to the redistribution of incomes by t axation , which setdes the 
p roblem at one strok e. On the other hand, if industrial monopolies 
come under price control there will be ample opportunities for reducing 
their profit margins, which — as frr as it happens in the sector of con- 
sumption goods — contributes towards the solution of the problem of 
full •employmentf The task left to income tax and Government 
loan expenditure in securing full employment will then be corres- 
pondingly smaller. 

Profit margins may be cut not only by price reductions but also by 
raising wages while prices are kept constant. On p. 55 we considered • 
the problem of wage increases in a fully employed economy and 
assumed that prices were kept constant by subsidies finance^by income 
tax. An alternative is to keep prices constant by price control. Its 
' d isadvant age is that p ressure for higher wages is not likely to be re - 
- stricted to industries where profit margins arc reiativelv high , md • 
t herefore to keep prices constant, withouFsubsidizing diem, may fre - 
quendv be diflicul t. We can imagine, however, a mixture of themo 
policies, and it is therefore important to'see what will be the implica- 
tions of wage increases "with prices kept constmt in a fully employed 
economy. 

As in the previous case, where prices were maintained' by subsidies' 
financed by income tax, a .redistribution of income from higher to- 
lower income groups will take place: wages tvill rise and profits will 
{iS[ pro tanto. This tend to increase effective demand and therefore, 

' under full employment, it will be necessary to .curtail die consumption 
out of higher incomes. Thus,, in addition to the sliift from profits to 
wages an appropriate mcome tax must be imposed whicli will reduce 
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pro tanto the budget deficit. There is here'^ a perfect analogy with the 
alternative case of subsidies offsetting the wage increases. To the shift 
firom. payers of income tax (by which the subsidies are financed) to 
wage earners, there corresponds, in the case now m ncid prp dj a direct 
shifB fiom ^ofi* to wages. To the excess of new income tax over the 
level necessary to jSnance subsidies, there corresponds the imposition of 
income tax in addition to price control. In either case the budget deficit 
is reduced by the amount of ‘ractra’ income tax which has to be impncprf 
jn order to offset the effect of redistribution of income upon consump- 
tibtf. jJresent case also involves linking up trade union bargaining 
with gelieral economic bargaining. For (a) prices must be prevented 
fi:omjising by price control, although costs have risen; and (b) income 
tax must be imposed in addition. 

CONCLUSIONS 

G overnment expend iture on public investment and subsidies to maw 
consumption, either m the shape of ‘deficit spending’ or financed by an 
increase in income tax, is always capable of securing full employrpent. 
The expenditure must be larger in the latter case because of the pressure 
upon the consumption of income tax payers. In practice income tax 
financed expenditure — ^which has the advantage not only of securing 
more employment but also of reducing the inequality in the distribu- 
tion of incomes (after taxation) — should be pushed as fer as politically 
possible, and, if this is not enough to secure full employment, expendi- 
ture should be expanded as much as is necessary by means of borrow - 
ing. Cu tting profit marg ins — either in the form of price reduction of 
consumption goods or wage" increases with constant prices — ^under- 
taken within the framework of price contrdl will also increase effective 
demand and thus make the task of Government e^enditure to secure 
fid! employment easier. 

Private investme nt must be pushed up to the level sufficient to expand ‘ 
the productive capacity of capital equipment pari passu with the in- 
crease in population and productivity of labour. This may be done 
by making a part of income tax subject to a modification which elimin- 
ates its adverse influence upon net profitability (or by replacing a part 
of income tax by a capital tax).^ Moreover, it may be advantageous or 

^ Wc do not, of course, exclude the possibility that the Govemmeut may have to keep private 
investment down, by restrictive measures. 

B 
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even necessary for tie Government to take. a hand in investment 
in the private sector (e.g. slum clearance). 

Government expenditure on pubic investment and subsidies to 
maSs consumption (financed by income tax or borrowing) must be 
such as to create fiiU employment in combiiiation y/ith/^ level of 
private investment. The division of Government spenting between 
pubic investment and subsidizing consumption should be based on the 
principle of social priorities; • 



PART III 
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THE STABILITY AND FLEXIBILITY OF 
FULL EMPLOYMENT 

hy G. D. N. Worswick 

T he point of departure of this study is that the level of employ- 
ment can be effectively varied by changes in taxation, in the 
spending policy of the Govenunent or by other means. In the last 
decade we have indeed passed through all stages, from the deepest 
depression to a state of over-employment, where economic stability 
can only be maintained by instituting rigorous direct controls over the 
use by entrepreneurs of labour, materials, equipment and factory space. 
Not only has the tremendous armament production banished involun- 
tary unemployment,- in the sense that no worker who is in any "way 
employable can remain for more than a few weeb out of a job, but 
it has been necessary to compel many people to enter industry who 
would not have come forward volunt^y, given the existing level 
of wages in the industries concerned. Further, the special character of 
die war-time expansion, the concentration d tout prix upon the increase 
in the supply of war materials, creates a tremendous inflationary 
pressure which can only be held in check by drastic direct controls of 
personal expenditure. It h tempting to conclude that a price wiU have 
to bepaidfor full employment after the war in the form ofdirectcontrols, 
especially of labour, and that the higher the level 6f employment aimed 
at, the stricter these controls must be. It is also suggested that a high 
level of employment is inherendy unstable, die economy being pushed 
to the brink of a cumulative inflation. A further set of problems arises 
out of the fret that plant and labour are in varying degrees specific, both 
in their location and in the purposes to which they can be put. Thus, 
it is commonly argued, if employment, expands, botdenecis of plant 
or of labour will be encountered while the total number of workers 
unemployed is still high, and special measures will have to be taken to 
deal with these botdenecks. We try here to analyse these questions 
of stability and flexibility. 
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I. STABILITY AND. THE WAGE PROBLEM 
Reserves in General 

Let us consider first the case when labour is pcrfecdjf- mobile. 
There will be four main labour reserves: t f * 

(1) involuntary unemployment (dueto insufficient onectevedemand) ; 

(2) increased working time; *■ 

(3) ‘volimtary’ unemployment; ' , 

(4) disguised imemployment (e.g. labour at present wastefully.used). 

This classification of reserves is not rigid. A reduction in worldpg 
time, effective demand remaining constant, would reduce /Jie-nnmterr 
of involuntary unemployed. Many women not- at present insured 
might be willing to work for the present money yvage if there was a job. 
Nevertheless, it is likely that after the war either custom, legislation or 
negotiation will set a fairly definite levd of normal working hours 
per week, while custom also will fix a reasonably clear line of demarca- 
tion between those who may be r^arded as employable and those 
(especially married women with children) who may be considered for 
practical purposes outside the field of paid employment. The fourth 
category of reserves includes workers who, firom a.social point of view, 
are wastefuUy employed because of the existence, ibr - example, of 
excessive selling costs in some industries. We shall see later how price 
control may reduce ‘disguised’ unemployment: for the time bemg we 
shall ignore it. ■ 

It is obvious that in any actual cjqiansion of employment, the extra 
labour will be drawn 'simultaneously firom all four categories of 
reserves. Let us suppose, however, that in ^e expansion only the in- 
voluntary unemployed are drawn in to begin with, and that no over- ■ 
time is worked until the first reserve has been completely drained. 
The Government will try to maintain effective demand at just this level 
where involuntary unemployment vanishes. What will luppen if, 
when all normally employable workers are working normd hours, 
an error is made and eftcctive demand ovetshoots the mark t Two cases 
arise.- (i) If no one will work.overtime, die rise in effective demand 
will cause a rise in prices, which will be mitigated only if workers not 
normally employable (Category 3) can be drawn into employment, 
or if productivity is proportionately raised. This case is, however, . 
somewhat unlikely. Provided that a sufficient bonus is paid for over- 
time, it is reasonable to assume that the expansion of effective demand 
will lead to an increase in working hours. 

; (2) Suppose that overtime is paid uniformly at time-and-a-half. To 
illustrate diis case we make some further assumptions. First, that there 
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is a dosed ^onomy, Le. in thb context we do not consider tie com- 
pKcadon of imported raw materials. Secondly, that in forming their 
prices a^trepreneurs add to average prime cost a certain percentage, 
whidi we c^'die 'gross profit ma^jn,’ which does not change in the 
short perio'f. ^tiough this theory of prices is different firom the 
classic^ compednve ieory (price = marginal cost) it agrees closely 
widi the theory of monopolistic competition (marginal revenue = 
marginal cost). Moreover, it seems to accord widi business practice, 
in so fir as entrepreneurs use average prime cost as a first approximation 
ro marginal cost. It is obvious that, with our first assumption of a 
dosed etyinnmy, rfiK mean<; that if all wage costs (per umt of output) 
are raised, prices will rise proportionately. 

The efect of overtime working will be to raise auerage prime cost, 
and prices will rise proportionately. Thus real wage rates will fill. 
But, although real wage rates fill, Ae total real earnings will increase. 
Moreover, houiiy money earnings will rise proportionately to average 
prime' cost (b eing two sides of the same coin), so that, if there is no 
decline in productivity due to the extra hours, average real earnings 
per hour will remain constant. Thus if the overtime^ is spread um- 
fbrmly, die fill in real wage rates will be compensated by the rise in 
real earnings per w'eek (say), proportional to the increase in hours of 
work. Even if productivity fills somewhat (if the normal working 
week is relatively short, say forty-four -hours, a considrable fill is 
unlikely) weekly real earnings will still rise. 

If in this situation workers do not press immediatdy and strongly 
fiir an increase in money wage rates, it appears that a rise in efective 
demand of at least lo per cent could-quite easily be absorbed by over- 
time working. It is most unlikely that the errors of judgement of the 
Govemmenti in controlling effective demand would be of diis order 
of magnitude so that with our assumptions filU employment (i.e. 
the absence of involuntary' unemployment) would be-'- stable: there 
would be no danger of an inflationary spiral. General overtime work- 
ii^ would be a signal of the ne^ to reduce efective demand.® 

^ In practice Gov ernme nts .tend to nxidecshooc» 
rather than ovcishooc the marlc- 

* On onr assumptions the curve of average prime cost 
has rile riiape shown in the diagram. The jump occois 
whsn*invomntacf' tmemploymentdisappeais. The curve 
is then an up w a rd sloping stia^jht Ime followed by a 
gradually steepruTng riope as prodncrivicy’ dedmss due to 
eicessive homs.* The slope of the Imgar of rise supply 
c ur v e is eas3y dsceemmed. Suppose the normal woxkiDg 
w eek is 44 hours and riiats boms are woriced overtime^ 
paid at ticie<and-a-ha]£ The eacnings are w(44-f>|x) 

* where w is riie normal wage rate^ Average wage costs per hour are w(44 4- |x)/f44 + s) 
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If we remove tie assumption of a closed economy. die conclusion is 
little diflFerent A rise in efiFective demand now has a smaller effect on 
home emplo'^mcnt but increases imports. Real wage rates ds not fell 
as much as before, because there is no reason to expect a rise in import 
prices, and real earnings increase more than proportion^.tely/co the hours 
of work.^ From this pomt of view errors in dctfrmining effective 
demand are even less likely to start an inflation. Moreover, the pressure 
on the trade balance is, ex hypothesi, temporary, and will raise no 
problems if .there areadequate reserves (c£ p. 158). A further stabilizing 
element is introduced if the expansion of employment draws in labour 
from the third category of labour reserve: if for example,* women 
hesitating to seek employment make up their mind when- it is clear that 
there is a job availahle near at hand. 

If the produedvity of labour declines when employment mcreases,. 
i.e..if we have the .‘classical’ case of employment of inferior labour 
with expanding output, there would be a tendency for costs, and hence., 
prices, to rise slighdy- as employment expands. Even this rise can be 
mitigated if piece-rate is made the basis of wage payment, for then -, 
labour costs per unit of output would be constant. The above argu-- 
ment is, of course, dependent upon the assumption that there are 
always adequate reserves of equipment to employ all the, labour avail- 
able. In the long run we are correct in assuming this to be the case.® 
In the short period specific shortages may arise; this problem is con- 
sidered later. 

If we apply these conclusions tentatively to the real world, it would 
seem that, if labour is sufficiently mobile, and if the average normal 
working week is relatively short, say forty-four to forty-eight hours, 
so that some overtime working does not cause a sharp fell in produc- 
tivity, and there is stability of money wages, then full employment, in 
the sense of the absence of involuntary unemployment, is stable. That is 
to say, random fluctuations in effective demand, due to errors in the 
Government control of effective demand, would not immediately push 
the economy into inflation. 

approximately. If employment is measured in'lcrms of hours worked per weekt 
theslopeis jg. An increase of x hours leads to a price increase of X 100percent,e.g.4houn 
extra leads to a rise in prices of less than 5 per cenL 

1 Still more so if some raw materials are imported, for average real earnings will now rise 
more ^an proportionately to pnme costs. 

3 Prices, following average prime costs, would not rise sharply. Time-and-a-half pay for 
overlime is equivalent to a rise in margin^ cost of one-half (or a fall in marginal productivity 
of one-third). 

* Cf. Kalcdd above, p'. 47. - 
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Wage Policy 

The ajjgumcnt so far has been concerned -with changes in the level of 
output at or near the level of full employment (due to errors in con- 
trolling effiktivf^ demand). Such changes, we have argued, do not 
bring with them my new difficulties. But once a high level of employ- 
' ment is estabhshed, the ffict'must be fficed that Trade Unions may, and 
probably will, press for higher money wages. This has nothing 
^to do with changes in the level of employment, accompanied by 
changes in prices and real wage rates; it is a function of the state of 
employfhmt itself. The arguments on this point are too well known^ 
to require detailed repetition here. On the one hand the Trade Unions 
are in a strong bargaining position; the fear of under-cutting of wages 
- by non-union unemployed is absent. At the same time any one em- 
ployer can only increase his staff by reducing the staff of another, and 
. he may try to entice labour by oflEering higher money wages. ‘When 
labour is scarce not only are Trade Unions very powerful, but em- 
.• ployers themselves throw their weight into the scale of rising wages.’® 

■ The loose co-ordination of Trade Unions with regard to wage questions 
adds a further complexity. If one single body bargained for wages for 
all. workers the effect of a rise in money wages upon prices would be 
immediately obvious; but in fact each Trade Union bargains for its 
own membersbip* and this masks the ultimate result of a set of separate 
wage increases. 

The ultimate effect of money wage increases upon real wages is, in 
fact, very difficult to trace.* An increase of money wages in one in- 
dustry only wUl lead to an almost proportionate increase in real wages 
in that industry: for though the price of the product concerned may 
rise, it will, in general, constitute only a tiny part of the expenditure 
of the workers in the industry. There will be a rise in the price of one 
item in the cost-of living, but only a tiny rise in the cost of Hving as a 
whole. Even if we assume, for the moment, that the price of a par- 
ticular product always increases in exact proportion with the rise in 
'money wages, it is natural for Trade Unions to continue to press for 
higher money wages. For Trade Unions have different degrees of 

^ Cf. Joan Robinson, Essays in the Theory of Employment: fint essay on ‘Full Employment.* 

® Op. cit, p. 15. 

* Not exdusively: a ‘sympathetic’ strike may sometimes be classed as bargaiumg by workers 
in one industry or occupation for higher money wages in another. 

* Cf. Kalccb, Essays in the Theory of Economic Biiclualioiis, pp. 75 et seq. 
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organization and power, and wage bargains are not ma^ie .sim'ulca- 
neousljr. So each section of the workers can, for a time, obtain hi ghpr 
real wages, luitil all other workers have caught up. (If there is tip alterna- 
tive, die b?st way to see a football match is to dimb on your neighbour’s 
shoulders, even though the next man in turn will try to ^limb on to 
yours.) Moreover, if the supply of imported raw materials is /airly 
elastic home prices of manufactured goods will not rise in exact propor- 
tion to wages, but somewhat less. Add to- this the fact thafr certain 
prices, e.g. rents, are fixed or rather sticky over long periods, alid it is 
clear that an all-round increase in money wages may bring a slight, and'^ 
long-lasting, improvement in real wages.^ A continuoKs .upward 
pressure on money wages must, therefijre, be expected, in the form of , 
a succession of discrete upward movements in dmerent industries and 
trades. The crucial question is how rapid this rise will be. If produc- 
tivity rises, say by 2 per cent every year, then an annual rise in money 
wages of 2 per cent will have no effect 6n prices, for it .will simply serve 
to keep labour costs per unit of output .(in money terms) constant.^ 
Such a rise may seem very small, but if it takes die fonn of a 10 per 
cent inacase in money wages for 20 per cent of the workers each 
year,* it may appear somewhat greater. Nevertheless, it would be 
quite unjustifiable to assume that Trade Unions and employers would, ' 
in a multitude of separate negotiations, Et upon just the right average 
mcrcase. . 

If the rate of mcrease in money wages is less than the rate of increase 
in productivity there will be some fall in prices. To the extent diat 
some prices are sticky and do not fiJl proportionately to the reduction 
.in umt money costs, there will also be a decline in-effective demaijd. 

. For while it is reasonable to suppose that" the greater part of any increase 
m real wages will be spent it is much less likely to be the case for 
increases in other incomes : the solution is,, of course, a further expansion ' 
of effective demand by the Government. If this case were to occur in .. 
practice we might fairly say that there would be no wage problem’ 
in full employment,® .We must, however, consider die alternative case 
where money wages tend to rise more rapidly than productivity. This, 
as we shall see, raises a riumber of complicated issues. E order to 

^ With a corresponding deterioration in the real income of tenders, etc. ^ . 

^ Actually the rate of increase could be sh'ghtly greater ^vith a consequent slight rise in prices, 
if the consequent fall in the real income of tenden does not create great opposidon. Them would 
be a continuous relative shift of real income from renders to entrepreneun. This is a special 
case of the redistribudon of income discussed below. 

^ Although certain difficulties would be raised by a f^ in prices, c.g. the increasusg real burden 
pfdebt$. * 
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avoid excrasive repedrion we shall for the remainder of this sccrion 
uppose that money wages will in &ct tend to rise more, quickly 
h^ pupductivity. . 

1. If there is considerable unemployment there w^ be a general 
downwarc\prei^ure on money wages; if there is full employment the 
upward pressure^ is too great. There must, it might be argued, be a 
unique level of employment which will bring out precisely the ‘correct’ 
rise in'money wages, which docs not lead to a steady rise in prices. 
Could not effective demand, which we assume can be controlled by 
Sie Government, be set at this precise point ? But this ‘critical’ level 
of empfoyinent, even if it could be found and kept under control, which 
is doubtful, ^'may be relatively low, and so involve considerable waste 
of resources. We must therefore rgect this solution as being incom- 
patible with full employment. 

2. Under conditions of foU employment we assume that money 
wage rates will rise more rapidly than the productivity of workers. 
We have already pointed out that, even if prices are uncontrolled, this 
may lead to a certain, once-for-all, rise in real wages of workers, offset 
by an equivalent relative® fall in the real income of rentiers, eamerj with 
fixed or slowly rising salaries, unemployed pensioners, etc. In other 
words, the steady rise in money wages will bring about a redistribution 
of real income, though not necessarily of the most desirable kind, for 
the rise in prices may inflict considerable hardship on certain classes.® 
The steady devaluation of the currency which would be necessary in 
an open economy would create additional difliculties. 

In the previous article Mr. Kalecki outlines two solutions to the 
problem, which we shall now consider in greater detail. 

3. According to the first method: 

(i) The cost of living is pegged throughout by subsidies. 

^ The pressure on wages is partly a function of the strength of Trade Unions, and of the 
willingness of employers to meet their demands. Both of these factors are indeed aHected hy the 
level of employment, but they may change (widrany given level of employment) for a host of 
' reasom which cannot, be fitted into any systematic pattern. And 'although, according to the 
theory, at any given moment there is a ‘correct’ level of eS'ectivc demand from our present point 
' of view, in practice this point would have to be fisund empirically. The Government would in 
fact be attempting to pin down, by adjustments in its fiscal policy, a critical level of efifcctive 
demand subject to random changes, with the continuous threat that if it overshoots the mark the 
spiral of wages and prices will be set in motion. Taking into account the problems of diagnosis 
and the inevitable lapse of time before appropriate adjustments can be made, this does not seem 
a very practical proposition. 

' Not necessanly an absolute fall. If the rise in money wages only sh'ghtly exceeds the rise in 
productivity the real income of rentiers may also rise, though less rapidly than productivity. 
An absolute fall in the real income of the latter, however, seems to be most likely. 

’ On recipients of Social Insurance benefits, especially, unless the benefits are related to the 
cost of living. 
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(ii) As money wages rise, income tax^ is raised to a greiter ^tent 
to cover the increase in the cost of subsidies and to allow for the fact 
diat a ^ven amount of tax will not reduce consumption prp tanW, 
because it foils partly on savings. 

(iii) The taxation must be designed so as not to interfer/, with die 

incentive to private investment. • . 

Under this scheme real wages would rise continuously, in proportion 
to money wages, while die real available’ income of non-wage earning 
classes would be correspondingly reduced by taxation. In addition, the 
budget deficit would also be continuously reduced. If. the rise .in' 
money wages is not too rapid, the method might indeed Jbe.said to 
combine the virtues of gradualism, fiscal orthodoxy, and social justice ! 
It is clear; however, that even if the incentive to private investmenfis 
preserved by the appropriate tax system, this continuous redistribution 
of available real income must, sooner or later, rrise social and political 
issues of profound -importance. Before _ discussing this in any detail, 
we shall consider the alternative metho.d of tackling the wage problem 
in full employment. 

4. histead of keeping prices constant by means of subsidies (which 
means, in foct, that there is a gap betwMfi the ‘producer’s price’ and the 
‘selling price’) we now suppose that all prices are frozen' by law, at a 
given date, and we assume further that no hidden price increases occur 
in the form of deterioration of the quality of goods. This is not, as we 
shall see, the best way to operate price control in practice: but we are 
concerned here with principles. "With a price stop a rise in money 
wages is accompanied by a proportional rise in real wages. If this rise 
is proportional to the increase in productivity in the same period (a 
year, say) dien red wage-rates will rise each year in the same propor- 
tion, while red wages and red profits per unit of output will be 
constant. Again, however, we must anticipate prasure for- a higher 
rate of increase in money wages’.® If prices were free to rise, we argued 
(p; 63) that employers might ‘throw their weight into the sedes of 
rising wages,’ but if the price stop is held, the employers will throw 
their weight heavily in the opposite direction. For now rising money 
wages will mean rising red labour costs, and so eat into the ‘gross 
profit margin’ between price and prime cost of production. This means 

^ To peg tbe cost-of-living index by financing the subsdies out of indirect^taxadon on mass 
' lu 5 unes,*e.g. drink and tobacco, which are ondenveighted in the index, ‘s^’Oldd, of course, leave 
real W2ges unaltered. Although many Trade Unions take into account the cost-of-living index 
in- wage n^odadpnSyln the long run ba^fuxung poweris likely to count for more than statistical 
finesse. * . • 

2 Aldiough, just because prices are fixed, this rate will not he so great as when prices arc fiee 
to rise; the same applies when prices are pegged by subsidies. 
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chat employers must either (a) reduce real costs as wages rise, or (b) they 
must sacrifice part of profits proper, i.e. allow die ‘net profit margin’ 
to be Induced. , 

• (a) There is considerable scope fiir the reduction in costs. The price 
stop will t^nd t^ drive out the mar^al producers in any industry, so 
that its immediate effect is the curtailment of supply. Now under con- 
ditions of imperfect competition the ‘intra-marginal’ producers have 
surplus capacity; they are therefore technically able to expand output. 
It seems likely that buyers who used to get their goods firom the 
Inarginal producers •will now switch their demand to one of the 
re mainin g producers. Apart fi'om the consequences upon the efficiency 
of an industry as a whole, the price stop will also affect the individu j 
firm. Each finn will attempt to take up any slack in its own productive 
organization. It will also tend to cnit down its selling costs, for two 
main reasons. In the first place the evidence tends to show that in the 
past firms have always economized first on selling costs^ whenever 
trade becomes worse. Secondly, full employment will, by guarantee- 
ing a steady market, reduce the need for excessive competitive adver- 
tising.® Hus reduction will occur in any case, but the pressure of wage 
increases may accelerate the process. The price stop, in so faf as it 
hits costs, will thus bring about an all round rise in the productivi^ of 
labour: in addition it may accelerate the rate of technic^ progress, by 
compelling firms to react more quickly to improvements for fear of 
becoming the marginal producer. This is not all. As wages increase, 
effective demand increases; but the reduction of costs releases the labour 
to provide the output necessary to meet the increased effective demand. 
Thus, in so fer as me price stop operates on costs the wage problem is 
not rendered more difficult by wage increases. 

(i) To the extent that entrepreneurs cannot- compensate for rising 
.wages by reducing costs, the price stop must bring about a redistribu- 
tion of gross incomes (Le. incomes before taxation) ; there will be a shift 
ftom profits proper to wages. This will lead to an increase in efective 
demand, since the propensity to consume of wage-earners is higher 
than thafof capitalists. Progressive taxation must therefore be increased 
(or the deficit spending on public investment reduced) to bring effective 
demand back to the full employment level. 

The working of the price stop is thus rather complicated, and 

^ That this was not always based on sound economic reasoning does not matter: so long as 
firms regard advertising as a ‘semi-luxury’ item of cost we may expect this reaction. For a dis- 
cussion of this question see K. W. Rothschild, ‘A Note on Advertising,’ Economic Journal,. 
April 1942, pp. 119-21. 

‘ This may be one reason lor less intemive competition. Another is the increasing difficulty 
of getting labour to 'expand output when there is little or no unemployment (cf. p. 77). 
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difficult to forecast. It 'is likely to cause: (a) a rise in productivity 'due 
to the pressure on costs, with possibly also an increase in the rate of 
technical progress, wliich eases the wage problem, and (i) a rec^tribu- 
tion of gross income, die effect of wliich must be compensated by 
increased taxation. • / 

Certain practical difficulties are bound to arise bodi in ffie subsidy 
method and with price control. It is obviously administratively con- 
venient to limit subsidies to a few important commodities, c.g. •bread, 
meat, clothing, and housbg; but if this is done die structure of relative 
prices will be fundamentally altered. Or again, it is quite arbitrary tor 
freeze all prices at the level ruling on a given day. Consid#r,,for die 
sake of example, two industries A and B.- In die former we will assume 
high efficiencj' and low wages and profits, and die latter low efficient:)' 
and high wages and profits.* The scope for profit ‘squeezing’ in the 
former is very small, so that a rise in wages would have to be met by a 
subsidy, if the cost of living is to be pegged. On the other hand there 
is plenty of scope for a rise in wages in the latter, even though wages 
are relatively high : in diis case indeed a price reduction would be more 
appropriate than a wage increase. These instances show diat the wage 
probltm is likely to require a radicr complicated system ofprice controls 
and subsidies, operated togedicr industry by industry' in such a way' as' 
to produce die over-all stability of the price level. 

Wc have considered four mediods of attacking the problem of rising 
money wages in full employment. The first, of reducing effective 
demand, wc rejected because it implied the abandonment of full 
employment. The second, merely allowng w.igcs and prices to chase 
one anodicr, is also rejected because of its undesirable social and external 
repercussions. The odicr two methods, of subsidizing prices by means 
of incrcasmg taxation, or of controlling prices by law, bodi present 
technical difficulties, but at any rate in dicory' would prcsctv'c the 
stabihty of the economy through a continuous redistribution of in- 
come. A solution combining both racdiods can, however, only work 
on certain conditions. 

At present die wage polidcs of Trade Unions arc sectional, each 
Union negotiating separately on behalf of its particular members; 
such co-ordination as docs exist is verj' loose. Now die success of the 
stabilization of full employment depends upon hitting an average rate 
of increase of wages which is not more dian can, in die existing dr- 
cuhistances, be compensated by increases in taxation on non-w.igc 
earners. It is iniprobablc that the outcome of a multitude of sep.iratc 

• > Due, for enmplc, to monopoly. 
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wagcr-bar^ins -will prove to be just right. In full employment, indeed, 
Trade Unions may have two Unctions. Sectional bargaining for in- 
creases ^ money wages will continue to obtain relative advantages for 
die members of a particular Union.- But, as -we have seen, such bargain- 
ing for mcVicy yrages by itselfwiil' not lead to an overall increase in real 
wages if prices are free to rise. therefore. Trade Unions wish to 
translate increases in money w-ages into increases in real wages they 
will have a second task.' They will have to press for increases in taxation 
on non-wage earners (to finance subsidies and to control total effective 
demand), in order to permit of a rise in the real consumption of 
-workers. ■Clearly this second function cannot be fulfilled upon sec- 
tional lines. . 

To make this point dear let us imagine that the average increase in 
money wages in a given period (which is the result of a number of 
independent scctiond bargains) is greater dian die increase in produc- 
tivity in the same period. If die Trade Unions, acting together, can 
ensure that taxation on non-wage carnets is increased to reduce their 
consumption sufficiendy, then die rise in money wages will be re- 
flected folly in a rise in real wages. What if they do not, or cannot, 
obtain the necessary increase in taxation upon non-wage eatnersj 
Then, cither die staHlization policy will be abandoned, and prices will 
be permitted to rise; or, taxation will be extended to cover wage- 
earners as well. In eidicr case part of die increase in money wages 
be nullified. If, indeed, taxation is extended, in a progressive way, to 
cover wage, earners, there -will be no danger of inflation: but in 
this case wage anomalies arc more likely to arise. Thus this second 
function of Trade Unions in full employment, the function of pressing 
for increases in the consumption or workers as a whole, is bound to 
react to some extent upon sectional bargaining. It is desirable that 
sectional policies should be co-ordinated sufficiendy to ensure diat the 
at>era£e rate of increase in money wages is not more (nor less) than can 
be compensated by increases in taxation upon non-wage earners. 
Ideally, a central body, presumably the T.U.C., would draw up a 
scheme of priorities for wage increases. Such a central body might, 
for example, exert greater pressure for scaling-up the wages of the 
lowest paid workers, than, say, for fordier impro-ving the standards 
of the relatively well-to-do skilled workers. It would be for the Unions 
themselves to determine the degree of freedom which can be left to 
indi-vidual Unions for modifications of wage-rates -within’ the general 
framework. In preparing its -wage policy die central body will want to 
know, and have to know, more about the financial position ofindustry 
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than has been made known in the past, and this may invdive certain 
institutional modifications in the conduct of industry. 

The second point concerns tlie efiect of steadily rising money wages 
(and hence, with price control, reduced profit margins) upon die 
expectations of entrepreneurs. On die one hand, the cliqpination of 
fluctuations in output, by maintaining full employni^nt, will reduce 
the risk-of enterprise:^ on the other hand, if an entrepifeneur anticipates 
still further wage increases in the future, this 6 ctor will assum&larger 
proportions in his mind (precisdy because die risk is lower). The two 
factors of falling risk and die antidpation of lower profits may, oP 
course, just offset one another. In any case the assistance poi'vjded by 
the modified income tax is available to keep private investment at the 
requisite level. In practice, however, if the rate of increase in wages" 
is very rapid, technical difficulties may occur and these will set a limit® 
to the wage increases which can be obtained by this method.® 

How great die pressure for wage increases ivill be cannot be foreseen. 
Obviously the rate of increase of money wages, when prices arc con- . 
trolled, bears no relation whatever to the rate of increase when prices 
are left free, sothatthereisa ‘quasi-inflation’ of wages and prices chasing 
one another. But whatever the actual pressure, it is clear that in the 
conditions outlined above wage bargaining becomes direct bargaining 
for the distribution of real income. To be cficctive, money wage in- 
creases have to be combined with price control and increased income 
tax. The outcome of such wage b^gaining is thus dedded by the 
relative strength of economic pressure groups. 

Conclusion 

To sum up, the pressure for rising wages under conditions of full 
employment can, be dealt with by means of a combmation of subsidies 
and price control, which keep prices constant. Apart ftom the effect 
of price control in increasing effidency, the solution involves a gradual 
reffistribution of available real income. The case with which the policy 
can be carried out and the extent of the redistribution of income lyill 
depend jupon: (i) the effectiveness of Trade Unions in pres&g for 
profit ‘squecidng’ and for increases in taxation on non-wage 'earners. 

^ It will also raise the rate of profit: for the aboUdon of fluctuations will permit a higher average 
udlizadoa of equipment. 

^ This b, of course, to look at the economy as a whole. If profits cannot be squeezed furdier 
in any pertiaiJar sector, it b always possible to keep prices constant by subsidy. . 

* Even if no further redutribution of income from capitalbts to \vage earners b posrible, 't\’age - 
aijfisiments can still be made, by ’concentrating* the whole of the wage fund made available by 
the increase in produedvity on the lowest paid workers. Thus if the average annual increase in 
produedvity is 2 per cent, this would allow of a 10 per cent increase in wages Tor 20 per cent 
of workers (other wages remaining constant) without creating xnfladonar)* tendencies. 
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(2) The d^^ee to which pure ‘sectionalism’ is modified by the co- 
■ ordination of wage policies of separate Unions. , 

Wag^ bargaining in full employment is, in fact, a political problem, 
and wnl be' setded on the political plane. 

II.*BOTTLENECKS AND MOBILITY 

So & we have assumed (tat labour was homogeneous and perfecdy 
udbile, and that there wm no shortage of equipment in any sector. In 
jractice, when employment expands, botdenecks will be encountered 
in some sectors wmle there are plentiful idle resources in otter sectors. 
Further* even when full employment has been established, ^^ere will 
-still be subsequent shift firom one industry to another, due, for example, 
; to changes in taste, which may again give rise to temporary shortages 
of labour; We may distinguish (tree principal types of botdenedc; 
(i) Scarcity of raw materials, (2) scarcity of equipment, (3) scarcity of 
labour in a particular sector. 

In this section we stall examine first scarcities of particular materials 
and types of equipment, and show" that, while a violent expansion or 
shift from one industry to another may call for special measures, in ite 
longer run the breaking of these bottlenecks depends upon the mobfiity 
of kbour, which we shall (ten discuss in detail. We shall find that 
while the problem of mobitty is unlikely to cause difficulties in the 
period of expanding’ employment, i.c. when there are still pools of 
unemployment, some trouble may arise when there is ateady full 
employment and a particular firm or industry wishes to expmd pro- 
. duction in competition with others. Finally, we shall discuss briefiy 
the relation between ‘reserves’ and ‘planning.’ The special case of the 
control of the location of industry is treated in the following section. 

I. Scarcity of Raw. Materials. If, as employment expands, a particular 
raw material becomes scarce, its supply can first be increased out of 
stocks. If demand continues to expand, production, or imports, must 
be increased. The expansion of imports is treated separat^y in a later 
study (p. 126) : here we consider oidy home-product materials. Pro- 
duction can be increased next by working overtime the existing labour 
and eqmpment.^ The running down of stocks and overtime working 
wiU, between them, provide a considerable elasticity. Further increases 
m supply require, of course, an increase in labour and plant. We are 
assuming here that the equilibrium between demand and supply is 
■restored by increasing output. In. the case of many raw materials, 

' If there is no surplus capacity in the raw material industry there will be a ‘derived’ bottleneck 
of eqiupment (see the following paragraph). 
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howOTer, the disequilibrium may lead to a sharp rise in prides, and" this 
■will be accentuated if there is speculation. In principle, priqes ought 
only to rise to cover anintrease in long mi marginal costs. Buj if there 
is no control the initial rise in prices may be accentuated by over- 
ordering on the part of consumers, and this in turn may lc<id to over- 
investment in plant, so that die subsequent fall in prices will.be violent 
In cases where this is likely to occur (actually it has aifFcctcd in the past 
mainly imported materials and agricultural products) it is dcsisahle to 
fix statutory maximum prices, subject to long-period readjustment, or 
even to institute (or maintain) a fiul-scalc State trading concern whic^' 
buys and rc-scUs the material and can hold sufficient stocks, to meet 
normal fluctuarions in demand. ' . ' ^ 

2. Scarcity of Equipment. Normallyancxpansionofoutput, by taking 
on additional labour, or working overtime, is possible without in- 
creasing the amount of plant and equipment. In a rapid expansion, 
however, equipment may become a botdeneck. The elasticity of supply, 
of this equipment, in the short period, depends in turn on whether, 
additional labour can be put to existing plant in the industry producing 
the particular equipment. If it can, the original bottleneck will not 
persfit: it will be broken as quickly as labour can move into die equip- 
ment producing industry. If not, we get a ‘derived’ botdeneck which 
carries us back a stage further in the productive process. It should be 
stressed diat a certain elasticity is introduced at each stage by die 
element of overtime working, and in an open system by imports. 
Apart firom violent transitions wc can reduce the persistence of all 
botdcnccks to a function of the mobility of specific types, of labour.^ 

3. The Mobility of Labour. Let us begin firom a state of affairs in which 
dierc is already normal full employment, c.g. every worker has a job 
and is working die normal number.of hours each week. Demand now 
changes. so that one industry -will begin to expand in relation to the 
others.® Where •will it get its labour? 

The first source of additional labour is overtime working, and, as 
wc have already seen, if die normal working week is fairly short this 
source supplies a reserve of 10 to 15 per cent in man-hours. Short 

^ Even the import bottleneck can ultimately be zedueed to mobility of labour* cither 'into 
export industries in the case where an expansion of exports is possible* or into substitute pro- 
duedoD where exchange considerations dictate it. 

^ There is little evidence to support die argument that these sliifts in demand will be Sequent 
and violent. For example, in 77ie Times ofMarrii 2, 1943, a correspondent wrote: *Theimmo> 
bility oflabour between trades is great and growing. Boih abroad and at home, where wc are 
spending a ridng proportion of our income on quasi-luxuries, demand will shift from one article 
to another with growing rapidity.* Rapid changes of fashion, e.g. women's clothing, do not, in 
general, call so much for the movement oflabour, e^^cn between firms, as for the adaptadon of 
the product itself. 
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pedodjluctiations are therefore easily handled. If the expansion is per- 
manent, then the higher earnings and possibly also wage-rates 
(depending upon die general ■vn)age policy) will act as an attraction to 
workers outside the industry. The next source of labour for readjust- 
ments are jqvenile, entrants. According to statistics of 1927-31 juvenile 
entrants make 'a &r greater contribution to the readjustments of labour 
•between industries than do the new entrants aged 16 to 64.’^ The 
averagejinemployment in these years was high, and it is not unexpected 
to find juveniles accounting for most of the readjustments; there was 
Ikde need to re-train workers from other industries, or occupations. 
‘But on^the supply side the population situation means that for a 
number of decades the ratio of new recruits to the existing labour 
force in.industry will be low, and- this deprives us of our easiest means 
of readjusting the numbers employed in each trade to the chang- 
ing demand for its products.’* This forecast seems unduly pessimistic. 
It is of course risky to refer to the pre-war experience in this respect, 
because of the existence of general unemployment. It is likely, how- 
ever, diat employers in expanding industries were more anxious to 
draw in new juvenile labour which is more adaptable, than to draw on 
existing reserves of middle-aged unemployed. And there is no evidence 
that any trades were snapping up all the juvenile-workers they could 
and.clamouring for more. Nevertheless, the decline in the number 


of juveide entrants does mean that the flow should be more carefully 
directed than in the past, by providing a wider knowledge of expected 
industrial requirements for the juveniles themselves, by developing 
a flexible technical education, and perhaps equally important, elimin- 
ating ‘blind-alley’ occupations. 

In the event of a continuous and rapid expansion of a particular 
industry (accompanied ex hypothesi by a contraction elsewhere) it will 
be necessary to draw upon workers mtherto employed in other trades 
and other occupations.® 

^ ‘Studies in the Mobility of Laboui' by H. Makower, J. Marschak, and H. W. Robinson, 
Oxford Economic Papers, No. Z 

‘ 77ie Times, March 2, 1943. The Correspondent proposes a kind of voluntary industrial 
Commando, in-which tlie worker would be paid a full wage if he were tmemployed but ‘as a 
giird pro qm for the security provided, the worker would have to be willing, as occasion required, 
to change his trade and even the place of his home.* 

’ The only statistical work on mobility on any wide scale whichhas been done in this country 
are the ‘Studies in the Mobility of Labour,’ Osford Economic Papers, Nos. 1, 2 and 4. Unfortu- 
nately it is not possible to use numerical results arrived at in these Studies, since they are based 
upon data collected in years when there was an average unemployment of over 10 per cent, with 
much greater proportions in the depressed areas. Bven the fact that mobility is — over the range 
of unemployment percentages studied — positively correlated with the level of employment 
caimot be applied without some qualification'to conditions of full employment. Our attempt to 
foresee the difScuIties arising in full employment conditions is bound, therefore, to be rather 
speculative. 


F 
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Ttere are two aspects of the problem which can he 4onvenientIy 
tiken separately: (i) The technical obstacles to ihovenientrand ( 2 ) the 
incentive to move. f 

(i) Occupational mohility appeared even in peace-time to be very 
high,^ and may be expected to remain high in full employment. 
Worlcers of all types appear to be versatile. It is likely that recent 
industrial trends have been such as to demand less specialized skill and 
more skill of a general character. In some cases' what has happened is 
that' the installing and maintenance of machinery is a job of very ri^ 
skill, while the operation of the machinery itself requires relativity 
little training.® Rigid Trade Union regulations can, of cohrse', act as a 
very strong brake upon occupational mobility by the closed-shop 
principle, by insisting upon long apprenticeship as a condition of 
membership and by refusing membership to certain categories of 
workers (e.g. women). These b^riers were broken down at the out-- 
break of war, and ‘dilution’ to any required degree voluntarily accepted 
for the duration of the emergency. WidiOut going into, a detilcd 
examination of Trade Union policy, it seems reasonable to suppose . 
that' the anxiety of Trade Unions (especially craft unions) to restore 
regulations which hinder occupational niobdity will be in inverse 
proportion to the success of die Government in mamtaining full 
employment.® On the other hand, it should not be overlooked that, 
in general, craft restrictions are strongest in precisely those trades where 
technological conditions still allow.it. Thus an expansion of employ- 
ment, or’ an adjustment due to a change in relative demand (total 
eSectiye demand remaining constant) inlght be hanipered, if the 
expansion or the change required an additional supply' of labour in 
a particular craft with strict regulations. In stich. conditions it should 
not be chfEcult to obtain the relaxation of the restrictions, provided, 
certain guarantees of economic security for existing members were; 
given. ■ ■■ . 

- "What has been said so ftr about mobility from one occupation to 
another applies to movement between industries where, the technique 
ofproduction is not widely difierent. Some industries, e.g. coal mining, 

^ C£ Detmisonj Location of Industry and the Depressed Areas, pp. 154-6. . 

* This would explain the lemackable ptodu^vity of many women in 'skilled occupations* in 
war industry after only a Ikvf months in the factory. • 

• Discussing this point in The T.U.C, in War-Time (February 1944) Sir Walter Citrine writes:. 
'It may be necessary to arrange for some relaxation of trade tinicn demarcation rules. These 
demarcation rules were imposed by the Unions beause of economic insecurity. It was the fear 
of unemployment which made the Unions iorist upon^many practices which it would in some 
cases be difficult to logically 'defend.' * . 
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are, lloweveir, highly spedalked,^ so that it will not always be easy to 
re-employ directly the labour rendered redundant by changes in 
demand.^ The solution, leaving aside the question of incentives, lies in 
^ the provision on a sufficiently large scale of training ffidlities in industry, 
or, whto necess^, Government training centres nt which workers are 
pjSd'anadequateWage.* ‘ * ■ 

The purdy technical obstacles to shifts between industries and 
between* occupations do not appear likely to cause any trouble in full 
employment,® provided there are adequate fedhties for retraining. 
Spatial mobility is another question, hi the years before the war there 
was_a.large-scale migration of population from the depressed areas, in 
which were concentrated the dedining industries, to the expanding 
■ districts of the South and the Midlands.® Despite the migration the 
concentration of unemployment in the declining areas was most 
marked. In October 1937,® for example, the average unemployment 
of insured workers aged 16 to 6410 Great Britain was 9.9 per cent. In 
London, the South and the Afrdlands the percentage was between 6.0 
and 7.3 per cent, but in Northern England and Scotland the percent- 
ages were 16.2 and 14.5 respectively, while in Wales unemployment 
was still 21.3 per cent. Yet 1937 saw the peak of the recovery — before 
rearmament. The strategic location of munition factories in depressed 
are^, with the concomitant rise in prosperity of ancillary industries, 
has reversed the pre-war ‘drift to the South.’ The depressed areas are, 
for. the time being, prosperous.® But the prosperity is based upon war 
production, either direedy through munitions or indirectly through 
the revival of heavy industry, especially shipbuilding. What the post- 
war prospects of me 'depressed areas are depends on a complex of 
political and strategical factors; upon the size- of the peace-time armed 
forces, upon U.S. post-war shipbuilding, upon exports of capital goods 
and so on.’ How ever these matters are settled, a situation in which there 

_ ^ Here again a qualification must be made. Some part of the 'specialization’ of mining is due 
simply to the_ geographical concentration of mining, so that whole mining communities, with 
powetfiil traditions, have grown up. Miners have not been slow to take up other jobs when they 
'were offered during the war. ' < 

® Pre-war experience, of training centres throsvs little light on our problem, because of the 
existence of general unemployment. The war-time experience is more to the point. 

® Cf. Mandelbaum, p.l98. , ' 

' * 19i6 London and the Home Counties and the South-Hastem and South- 

Western divisions of the Ministry. of Labour made a net gain of 2,400,000 inhabitants, the 
North-East, North-West, Scotland, and “Wales lost 2,200,000, and the Midlands showed almost 
no change.’ — ‘Britain's Town and Count^ Pattern,’ Nuffieid Collie Social Recansimethn Survey, 
pp. 22-3. . _ ' 

* Taken as the first month for which the July 1937 count ofinsured workers was available. 

• C£. ‘Turnover and.Popuhdon Movements,’ SiillellnoftlieJnstihiU of Stafislics, Vol. 3, No, 10, 
p. 213, and 'A Survey of Industrial Development in Great Britain Planned since the Commence- 
ment of the War,’ by P. 'W. S. Andrews, Oxford Economic Papers' Ho. 5, June 1941. 
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are pools of relatively heavy unemployment in certain afeas is by no 
means impossible. Thus tliere might be something like full employ- 
ment in, say, die South and Midlands, while there is still heavy un- 
employment in the depressed areas of Scodand, South Wales, Tyneside 
and so on. But, provided there is a Government policy of expanding 
effective demand, this state of affairs could not last very long: one 
reason why the pre-war depressed afeas appeared so intractable was 
precisely the lack of such a policy. Aldiough there were nsany- un- 
employed workers who, because of 6mily ties, or because diey owned 
their own house, were relatively immobile, there was a large numbSr 
of younger workers who throughout the pre-war years werg ready to 
go almost at an instant’s notice to any part of die couiitry where there 
was a vacancy with any prospect of lasting more dian a few weeks. 
Clearly die greater security of employment in^ district away from 
home, which would exist under conditions of full employment, would 
tend to make these younger workers move even more quickly. There 
may, however, remain some obstacles to movement for other workers. 
Ibese obstacles can be reduced by: {a) die State financing the transfer 
of families; (i) increasing the number of houses which can be rented 
at fow cost in all parts of the country;^ (c) extending die information 
services of the Labour Exdianges. We shsJl argue later that, aldiough 
the expansion of effective demand, may be expected to drain me 
‘surplus’ workers from depressed areas in a relatively short time,* 
it is not necessarily the best way of dealing .with them. Once w^c 
. reach the state of affairs in which nearly every worker everyivhere has 
a job, the problem of spatial mobility is very different; for the repellent 
power of.destitudon no longer operates. 

(2) The Incentive to move. In the past one of die strongest incentives 
to die worker to change his trade or leave his home has been prolonged 
unemployment, Tliis incentive will no longer exist under conditions ' 
approacliing full employment.’ 'Shifts in demand will, however, bring ' 
about at once difierences in earnings. In the expanding sector there will 
be overtime .working, wliile in the contracting- sector either some 
workers ■will become temporarily unemployed, or there ■will be short- 
time working. The incentive to move is clearly somewhat stronger . 
in die former case dian die latter. "Whedier there ■will be short-time 
working is difficult to say, for there will.be two opposing forces at 
work. On the one hand, if diere is an adequate unemployment 
benefit, dicre ■will be less moral pressure on employers to maintain their 

> Cf. G. D. H. Cole, *Thc Building Industry after the War,’ Qnar/rr/y, January*. 1944. 
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full personnel on short-time. On the otlicr hand, employers may \vish 
to retain workers on their pay-roll in anticipation of the recovery’ or to 
use them’ for new lines of production. Even if short-time is worked, 
die differences in earnings may under certain circumstances he sufficient 
to attraetworkcrsffomthcundcr-cmployedtotheover-employed sector 
of industry. A further financial incentive can and should be provided 
by adjustment of the relative wage-rates. This reinforces die earlier 
argumci'it for a central wage policy: such a readjustment might, of 
course, be expected to come about in time by die normal process of 
sectional bargaining, but it might well be slow. If we assume diat there 
is a grcabiirlprovcmcnt in the provision of information about employ- 
ment prospects in other industries and occupations, this, together with 
the finandal incentive, ought to ensure die required mobility of labour. 
There may indeed be some people who arc at die moment working 
short-time, and who know diere is a better paid job gomg in another 
firm widi normal working hours, and still do not wish to leave dieir 
present job. In' such cases there docs not seem to be any cause for 
spedal action. 

'But there is a real difficulty when we turn to the attitude o£ employers 
in a full employment economy. What ■will happen to competition? 
Suppose that there is already full employment in the strict sense of 
every one being in a job workup normal hours. A firm of soap 
makers. A, now finds an improvement in soap making which it wishes 
to exploit in competition with other manu&cturcrs. If A reduces his 
prices, he will' attract a certain custom from all the other producers. 
Where will he get the labour for the increased output ? In theory, fi-om 
the odier firms, whose output will drop. But unless these firms arc 
very near to his this is difficult. Thus the abolition of ffie reserve of 
actual unemployed will act as a brake upon competition. To put it in 
more formal terms, the abolition of unemployment, by reducing 
mobility, will increase the degree of monopsony in the labour market; 
labour ■will be less responsive to changes in wage-rates in any particular 
industry or firm. As a result the spread between price and ptime cost 
will tend to rise, and bring about a redistribution of income opposite 
to that necessary for full employment itself.® This latter effect can be 
prevented by price control, which we have already advocated as one 

* Then were imrances'of this during the war when the first sharp cut in civilian production 
was enforced. 

* Unless the increase in the degree of monopsony of the employer is accompanied by a corre- 
sponding increase in the strength of Trade Unions, who could prevent' the inmvidual employer 
taking advantage of the relative immobility of his workers by depressing their sstiges 'for not 
rauing them as much as would be necessary if labour were more mobile). 
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of the ways of handling the general problem of wages in mil eniploy- 
ment. Tins still does not find the employer his labour. To get it he will 
have to make greater use of the fedlities provided-hy the Employment 
Exchanges, and will have also, as has happened in many fectories in 
war-time, to study, mbre'carefiiUy the utilization of his existing labour 
resources.^ . ' , 

This particular difficulty concerning competition is, in fact, one 
instance of die general rule that planning and reserves are complement- 
ary. The less there. are of the latter ffie greater is the need for t^ 
former, not only on the part of the Government, but on die part of 
private employers. The Government must, on our argunient, control 
the aggregate of demand, and hence to a greater or less extent it must 
be controlling its constituents, ■ Aggregate demand will in feet be made 
up of: (<i) Demand for specific goods and services financed direedy 
by the Government, e.g.' public investment, schools, health services 
and so on; (i) private demand for consumption, whose character will 
be determined by the general policy with regard to income distribution 
and Government subsidies, and by consumer’s choice; (c) private 
investment which in turn will depend upon the private demand for 
consumptioil goods. In the' long run it will be the policy of die 
Government to allow supply to affiust itself to demanffi But in die 
short run, since adjustments of supply take time, the Government may 
dehberately stimidate demand in a particidar .sector, e.g. by striedy 
teinporary subsidies. Suppose, for the sake of example, that the demand 
for coal is felling very sharply (doe to the use of omer fuels). It might 
take some time before the unemployed miners can be reabsorbed into 
otherTrades; in dus case, rather than leave them unemployed it would, 
pay to:subsidize coal prices temporarily, while at the same time taking 
steps to transfer labour and capital to meet the change in the structure 
of demand. In the same way the Government might refirain fi:om 
spending too heavily on a service, e.g. education, where there are 
difficulties of expanding supply in the short period. The private 
employer in his turn will also have to a much greater extent to plan his 
output in -advance, and also fit his individual plans within the general 
economic plan. Probably .the most important single case where 
, planning should replace reserve as a means for the adjustment of 
industry is in its location,- and in the final section of this article we 
consider this question in some detail. Before doing so it may be useful - 
-to summarize the argument of this section. 

1 The tesponse of the .employer to labour shortage by tadonalizadon -was very marked in 
Germany. C£ p. 199. ' . ' \ 
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Conclusion 

III any expansion of output, either a general expansion or in a 
particular sector, particular shortages of materials,- equipjthent and' 
labour will be encountered. The effect. of these shortages wiU be 
delayed by r unnin g down stocks, by working overtime, and by the 
‘spreading’ of orders. In certain cases, where supply is inelastic in the 
short pariod, e.g.'in the case of raw materials, it may be necessary to 
institute price control or to establish a State trading concern which" 
buys the material for re-sale and holds stocks. The overcoming of all 
shortage; can, however, be reduced ultimately to the problem of the 
mobility of labour. 

With regard to mobility in fuU employment certain difficulties may 
be expected to arise, in particular with regard to competition between 
firms. There are various lines of attack upon these difficulties, especially 
the extension of the infijrmation service concerning vacancies pro'vided 
by Labour Exchanges, and provision of adequate facilities for re-trdn- 
ing. Nevertheless, it is dear that the reserves of idle labour which 
exist in unemployment must be replaced by planning. This last point, 
inddentally, brings out the difficulty of aefning fiJl employmeht in 
any way which is suitable for practical application. The smallness of 
the n umb er of persons actually without work on any particular day 
- in the future will depend on the extent to which the information and 
re-training ffidlities are developed and upon the ability to anticipate 
changes in demand and to make appropriate plans to meet them. 

\ 

III. CONTROL OF THE LOCATION OF 
INDUSTRY AND POPULATION 

Until a few years before the war ‘industrialists have" been fi:ee to 
choose those sites for their enterprises which seemed to them most 
suitable, and it can probably be taken for granted that in so far as there 
has been consdous choice of location, and businesses have not grown 
up in a particular locality firom more or less acddental causes, that 
choice 1^ been determined almost exclusively by business motives, 
and the site has been selected which appeared to afibrd the greatest 
-balance of advantage to lie particular enterprise.’^ "Where there is a 
deliberate choice between sites for a new enterprise — and tie fact that 
many firms and industries are now where they are mainl y as a result ' 
of ‘aeddents’ should not be overlooked — tie enurepreneur has in the 

^ Memorandum of Evidence of the Board of Trade before the Royal Commissitm bn the Geo- 
grephial Dutrihation ^ the Iithslriel Population, 1937. 
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past minimized pr/Vflte cost of production, or more correcuy (smce the 
choice of site may afiect the scale of production) maximized his pro- 
ceeds. It is often argued, it was in fict strongly argued by the toard.of 


industries to operate most economically and efficiendy and there is 
therefore reason to suppose [our italics] diat this distribution 'is well 
adapted to serve the economic interests of the country as a'whole.'J. 
But this argument is fallacious. In the first place, there is'the whole 
complex of locational ‘imperfections,’" analogous to the impeffections 
of the market, which implies that whole industries might have been 
difierendy placed if more detailed knowledge of alternative sites had 
been available.* Secondly, and this is of far greater importance, each 
new industrial development /tscl/disturbs the previous locational balance 
of industries, by drawing labour away from old-established industries, 
by creating a new market in a new locality, and in other' ways. This 
tendency is strengthened by the fitet that much industrial expriuion 
takes^ the form of extension of existing plants. There is therefore no 
reason whatever to suppose that the sum of a number of unco-ordinated 
individual decisions to maximize private proceeds, taken at different 
times, Avill produce , die optimum use of resources from the point of 
. view of the community as a whole. 

Now in .one sense diis may not be important. • Since it is impossible 
to fiireSee with any degree of accuracy the technical developments of 
the future, it follows diat even if it were possible to lay out to-day’s 
industry entirely afresh in order to make the best use of to-day’s 
sources, from die point of view of die national economic interest, 
the very fact that to-day’s location is the optimum makes it unlikely 
that, as a result of uneven technical development in different industries, 
to-morrow’s location could be as good as if the whole of industry was 

•>. Ibid. 

^ In his Memorandum of Evidence submitted to the Barlow Conmussion, Mr. Mobbs,^ 
Chairman of the Slough Trading Estates, who had acquired a vast experience of locatioa prob*'‘ 
leiiLS, ‘^ote: 'The owner or manager of a light iactory, whether small or large, has a totally 
differeht education and social posidon to that whidi he had 'fifty years ago; so has his wife. They 
are hotdneUned to live in die climate of die North ofEngland, and this cHmate is ^alterable 
by human effort. 'They are not inclined to lose die social iSe wUch has developed in the Soudi 
ofEngland, education^, cultural andsporting. .This is alterable by holding die Wimbledon 
Champion^ps in Yorbhirc, removing the Royal Academy to Lancashire, and paying the 
heads of Government Department and the BankManagers m Northumberland as mudi as they 
■ are paid in London. It is unlikely to be altered.’ . ' . 

’ No oneplanning the location of British light^industry ab imVo could have produced die 
disorderly '^nurbatiop* which is known as London ) 


Trade m 1937, that the consequence of locational laisser-faire is that ‘in 
general die present distribution of the industries of die country approxi- 
mates very closely to the distribution which enables each of tbp<; p 
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once more ^re-planned in the light of the new technical knowledge. 
Thus one can only proceed from day to day*— though the further it is 
possible*to foresee foture developments the better. But even on this 
day-to-day basis the optimum location of a new enterprise from the 
point of view of the community as a whole may not be that which the 
entrepreneur woyld choose, looking only to private profit. Tt is mis- 
leading to speak of a conflict between economic and “sodal” considera- 
tions. The real issue is not between “natural” economic location foi 
industry and arbitrarily enforced uneconomic location, nor is it ever 
between economic and social considerations: it is between location' 
which may be economic for the individual or small group in the short 
run, and those which are economic fi)r the community as a whole ir 
the long run.’^ Wherein lies the diflhrence between social and private 
cost’ Of the measurable items the principal are the cost of public 
utilities, social services in the area concerned, drainage, roads, watei 
supply, etc. Thus if industries are set up in a new area the social cost 
of production will include the provision of these 'services, mainly 
carried out by public authorities. Who actually carries the cost depend: 
upon the details of local and national taxation, but whatever theY are 
the cejst is carried by the public. Let us take as an example a depressed 
area ‘Wales’ and an expanding area ‘London.’ Suppose that in ‘London’ 
there is already a high level of employment and that new enterprises 
^requiring extension of housing and pubHc utilities are to be set up. 
Now private cost may be lower in ‘London’ than in ‘Wales,’ but net 
social cost in ‘Wales’ would be little higher than private cost: for it is 
likely that unemployment of labour will be accompanied by sinplus 
capacity in fixed pubhe equipment (the latter having been designed to 
serve industries which are no longer active) ; there may be no housing 
shortage (though this excludes the question' of the condition of houses 
in depressed areas). Social cost in ‘London,’ however, might be much 
higher than private cost, because existing pubhe utihtics, etc., would 
probably be already fully used. Quite apart from this, extensions to 
pubhe services, etc., may be cheaper in ‘Wales’ than in ‘London’; to 
take only one example, new industrial development in the latter may 
mean cosdy additions to the Underground. Thus for the community 
as a whole it would pay to instal the new enterprise in ‘Wales.’^ 

A second consideration of great importance, though less susceptible 
to measurement, is the undesirabflity of breaking up co mmuni ties. 
Migration is not uniform with regard to sex and age groups. The 

’ P.E.F. Rtpon on llte Locaihn of Industry, p. 17. This is, of course, true only if 'economic for 
tbe community as a whole* is inteipreted in the wider, welfare, sense. ' 

’ In the long run it would probably pay the entrepreneun as well. 



82 


TIicEcoiioDucsofFullEmphymajt. 

younger workers are more mobile than those already Settled *in a 
district with fimily responsibilities, and .possibly owning their own 
house. While no one would argue in 6vour of- maint aining Ihlly the 
status quo in the location of population, it is equally unwise to take lio 
.account of the ‘comniunity’ factor. Moreover, there is a difference 
between attracting workers away from one area ;to another, from 
worse paid to better paid employment, and forcing them to leave by 
sheer economic necessity. ’ * 

It was a common observation that the districts which escaped the 
worst features of the slump were those in which there was' a variety 
of industries. The spreading of industries is also an insurahce against 
any single area being unduly hit by non-cyclical changes in demand 
(we rule out here cyclical changes, assuming that Government policy 
will be successful in maintaining effective demand as a whole). More- 
over, once the decline of a particular area (and exactly the same 
applies to the growth of a new area) has set in, the process is cumulative. 
The labour itself in most cases constitutes part-of the market for the 
industries: this applies more to the groiving light industries than the 
declining heavy industries. As the area declines some of the previous 
external economies become less efiective in their operation. It seems, 
in the light of die foregoing, that Government control of location of 
industry is essential if the optimum use of economic resources is to be 
achieved.^ 

In practice it is likely to prbvc most convenient to intervene in the’ 
location of those enterprises for which private cost differs least in differ- 
ent parts of the count^. Recent investigations have shown that for a 
great number of light industries .the locational facton exert a much 
smaller' pull than before, the principal cause being die decline in trans- 
port costs, both absolutely and in relation to manufacturing cost. ' 
Cost of production (to the firm) would not diner veryimuch wherever 
many enterprises were located, pfostided that transport and power were 
readily accessible. The obverse of this fact is the growing importance 

* ^ The arguments used^ for example, by die Board of Trade in their Evidence to the Royal 
Commission against control fall to the ground once the prindple^of maintaining a high levd 
of effective demand is accepted, *Ic is thought that it would rarely, if ever, be found dcsir^le to 
prevent the expansion of an established undertaking, and any efforts to control die developraent 
of industry tvotdd therefore probably be directed almost wholly to Fictories about to beestab' 
lished. . . .When it becomes necessary for an industrialist to consider finally whether or, not'. 
’ to start the new buriness, it may be that the effect of a decision to prevent him from starting in a 
locdity which seems to him for whatever reason t<^ be the most suitable will assume in his ciind 
an undue importance.’ (Evidence before the Royal Commission.) ’In any case diis argument 
suggests tliat it is the last straw wluch breaks the cam'cl’s back. Ilic same argument could be 
apphed to wage increases, rises in interest rates, increases in material costs, etc. To the came] 
straw counts. • * . 
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in tfie minBs of the entrepreneurs of ‘access to the market.’* And it is 
predsel^ this accessibility to markets which is most dependent upon the 
location of industry itsefe To instal a large number of new enterprises 
in a depressed area would itself generate both primary and secondary 
employment which would create a large part of the market for the^ 
products of, at ajiy rate, consumers’ goods industries.® 

The practical difficulties of controlling location only arise where 
industry is conducted in the main by private enterprise. In a socialist 
economy the planning authorities would be direedy concerned widi 
social cost of production as well as with the ‘private’ cost of a particu- 
lar entorpnse. But control of location is practicable in a capitalist 
economy provided private cost does not differ widely in different parts 
of the country. As we have seen, for a wide range of light industries the 
choice of location has been fortuitous or else determined on the 
grounds of proximity to the markef. Thus for the State to control the 
location of new enterprises (and even extensions into new lines of 
production by existing companies) not put these enterprises at a 
serious disadvantage with respect to their competitors. It mi^t indeed 
be argued that the State should carry the difference in cost (e.g. by 
subsidy) whae it instructs a firm to set up a factory in a place other than 
that wmeh would be chosen by the firm itself: if there is a wide system 
of price control, which we have shown to be desirable for other reasons, 
it would be relatively .easy to do this by allowing re^onal differences 
in profit margins. But too niuch should not be made of this point in 
an economic system in which' market imperfections are such that there 
already exist me widest differences in tie efficiency of ‘competitive’ 
firms. It would be absurd to reject control of location on the grounds 
that it would be impossible to achieve full ‘justice’ between firms with 
regard to competitors.® Nevertheless, it is dear that the best time to 
introduce control of location is when there is a great pressure on the 
part of entrepreneurs to expand production as quickly as possible, 
because of ah excess of demand over supply. Such a situation exist 
immediately after the war. ■ Entrepreneurs will be'ftr more concerned 
with starting or re-starting production of consumer’s goods, which 
the pressure of demand (even though it wUl be conliolled by rationing) ■ 
will enable them to without difficulty, than with the delicate 
balancing of costs of production in different locations. Moreover, in 

‘ Cf. Dennison, Location of Iniiistry end the Depressed Anas. . 

*We hive neglected throughont the siralqiical consideiitions. These ite hcivily in fivour of 
njntrol. The pte-wir ‘drift’ wis a drift to the areas most vulnerable to bombardment. 

The contra will be lighter according to the esttent to which practical schemes can be devised 
to put part, or all, of the burden of sodal cost,' associated with a particular enterprise, on the 
■houldcrs of the entrepreneur. 
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the immediate post-war years the State will be obliged to'fetain other 
controls, such as the control of raw materials, which it can use efiec- 
tively to. control the location of new enterprises. *' 

Conclusion 

At the end of the discussion on the mobility of labour, it was pomted 
out that full employment, by reducing the volume of jeserves, would 
raise certain difficidties which can only be overcome by a ‘greater 
degree of advance ‘plannings’ Even in the absence of such planning 
mobility is probably sufficiently high to prevent the recurrence of long- 
period depressed areas, provided there is a policy of gendtating and 
maintaining sufficient effective demand. This last section has in effect ' 
made the same point with regard to capital. Private capital is in the 
modem industrial system highly mobile, in the sense that its earning • 
power is not very much altered wherever the firm or plant is actually 
located: at any rate for a wide range of light industries. But although 
both labour and capital are mobile, if neither is ordered in any way, 
considerable, if temporary, pools of unemployment may arise from 
time to time. To avoid this waste of resources it is necessary j:o intro-, 
duce ‘positive planning. Two lines of approach are pojsible. The 
Government might ask the entrepreneurs: ‘What are you going to 
produce and where 'are you going to set up your fectorye’ and dien 
proceed to assist the labour to move to the site chosen, and to help in 
re-training it. The_ other way is for the Govermnent to plan, to a 
greater or less extent, the location of new enterprises in relation to the 
existing, or desirable future, location of the working population. The 
latter approach has two important advantages. In the fost place there is 
litde direct interference with the lives of individual persons,- while 
migration often involves considerable personal hardship. Secondly, the 
Government, in planning the location of industry, can take account of 
social costs, with which the private entrepreneur is not concerned. . 
Such planning is,, of course, easier where the industry or enterprise 
concerned is publicly owned: nevertheless, the fact that private cost 
does not differ much for many'industries as between diff^ent localities 
makes planning piacticable where industry is operated by private 
enterprise. ■ . ' ' • 
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PUBLIC FINANCE— ITS RELATION TO 
FULL E’MPLOYMENT 

by E. F. Schumacher 

/'T^HE characteristics of the special case assumed by the classical 

J. theory happen not to he those of thf economic system in which- 
we- actaalfy live, -with the result that its teaching is misleading and 
disastrous if we attempt to apply it to the facts of experience.’ These 
words -were written by Mr, J. M. Keynes (now Lord Keynes) in 1935. 
His book, The General Theory of &nphyi 7 ient. Interest and Money, 
produced — or rather brought to a head — a revolution of economic 
thought.- It is the purpose of this paper to apply the results, of this 
' ‘revolution’ to another field — the field of Public Fmance. 

Every general theory of economics has as its natural corollary a 
theory of Finance which tra n slate the principles of the former into 
money terms and into practical financial principles. Such a translation 
is necessary because, no matter how strongly one is convinced that it is ■ 
the real things that matter, all these real things must someliow be 
, added together and compared with one another, and this can be done 
only -with the help of a common denominator which, in an exchange 
economy, is supplied by the social invention of money. Financial 
theory can never he more than the ‘reflected image’ of general economic 
theory, — ^unless, indeed, it is wrong and misleading. Thus there is 
nothing wanton or deliberate in translating the principles of modem 
economic thought into principles- of finance: if the result" occasiohally 
appears paradoxical or provocative, this is due to the 6ct that the 
Keynesian analysis itself has produced results which — ^measured against 
the classical doctrine — represent a revolutionary departure. 

THE PBINCIPIES OF PUBUC FINANCE 

- TJte Classical Theory 

The dassical doctrine, it will be recalled, assumed fiiat supply creates 
its o-wn demand, firom which it follows that there can never be more 
than fiictional unemployment or more than sectional overproduction. 
Private enterprise, it -was assumed, tended al-ways to employ all avail- 
able factors of production, provided that wages and prices were 

85 ■ “ 
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sufficiendy flexible. It was by no means overlooked that 'one 
man’s income depended on .another man’s ouday and that, if some 
people should refuse to spend a part of their income, thij would, 
automatically reduce some other people’s income. But it was believed 
that this, in fact, could never arise: Ae real resources left over by the 
former would always and inevitably be used by some business man for 
the creation of additional capital equipment. * 

To-day we know diat this is far from inevitable. Some people may 
wish to save, with no one willing .to use the resources left unused by 
them. Decisions to save are not linked by any automatic mechanism' 
with decisions to invest; they are ruled by a difierent set of motives, 
and the rate of interest does not work as a co-ordinating force! 

The logical corollary of orthodox economics is orAodox finance. 
Ifit is believed that all fiicton of production are normally and inevitably 
utilized by private business, it follows that the State can obtain the use ' 
of such frctors only by preventing private business from using therii. 
In financial terms this might mean two thingsr-the State might use its 
prerogative of ‘creating’ money and compete with private business for 
die use of the available fiictors of production; the result would be 
that the prices of all factors would rise under the pressure of this 
additional demand;— in other -words: inflation. Or the State might 
use its' prerogative of commandeering a part, of- die income of the 
citizens by way of taxation, in which case its own expenditure — 
balanced by tax revenue-^would no longer add to the total demand for 
productive fiictors but would simply be substituted for private expimdi- 
turc, 'From this it follows that the first principle of ‘sound’ Public 
Finance, is that the budgef should be balanced. 

. But many other principles follow as well. 

first, that the State cannot increase' the level of business activity, — 
a truism' when we start from the assumption that private business 
automatically maintains that level at ‘full employment.’ 

Second; that the best budget is the smallest budget, -^ince taxes 
always to some extent impinge on private saving; a reduction of private 
savings being assumed to imply a reduction of private investment, taxes 
have to be 'looked upon as an impediment to die accumulation of 
productive capital. ' - 

Third, — and this follows from the last paragraph — ^diat the. most 
undesirable and destructive taxes' are those that impinge most heavily 
on private saving, namdy death duties, super-tax, business taxes, — ^in 
. fact all taixes on the wealthier classes. Indirect taxes, on the other hand, 
could be taken as impinging primarily on consumption and could thus 
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be censiBeijpd economically harmless, albeit socially — ^perhaps — some- 
what objectionable. ' • 

Fourth, that a budget deficit — ^necessitating State borrowing— leads 
possibly to inflation and certainly to a reduction in die accumulation 
of private capital. It leads to inflation if it is financed by the' issue of 
‘paper money’ or of short-term' Government debt, because then the 
rate of interest dbes not rise sufficiently to produce a fill in private 
investment which oflfsets the increase in State expenditure. And if it is 
financed, by die issue of long-term Government bonds, such bonds 
■are simply substituted for the bonds or shares which private business 
would othsrwise have been able to place. 

Fifth, — and this follows by impheation — that a budget defidt, even 
though financed in a way which avoids inflation, must lead to a reduc- 
tion in the rate of progress (because it derives from the- savings of the 
community which would otherwise all have produced new real capital) 
unless the Government-uses borrowed funds exclusively for the creation 
of capital equipment at least as important as private capital. . 

These prindples follow logically from the original- proposition of 
classical economic theory, namely that private business automatically 
maintains fuU emplo-yment. They may be summed up in* the 
following precepts: 

1. Keep the budget small. 

2. Keep the budget balanced. 

3. Tax consumption, i.e. mainly the poof, rather dian sa-ving, i,e. ffie 

rich. . ' ■ . 

4. If a defidt cannot be avoided, issue long-term bonds. 

5. Borrow only for purposes of ‘productive’ investment. 

These precepts — ^widi the exception of (i) and {3) — ^happen to be 
exactly the same as those that guide the private business man. It is 
therefore an easy^and most plausible condusion that the prindples of 
Pubhc Fmance are identical with those of private finance. The simi- 
larities, at least, are much more striking’, than the differences. -The 
differences, however, should not be overlooked — and have not been 
overlooked. Private finance has no place for precept No. 3 because 
it has no power to tax. Nor has it a place for precept No. i : on the 
contrary, its very essence is expansion of turnover. A private business 
man, -moreover, cannot notmdly aeate inflation even ifhe wanted to, 
but the Government cm. And the.priyate business man cannotextricate 
himself from a temporary difficailty by ‘creating’ money for his own 
purposes,— but the Government can, at the cost, perhaps, of inflation. 
Thus there are irnportant theoretical differences even on orthodox 
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theory. The statement that Public Finance is just ordujary finanr<« 
\viitten with a capital ‘F’ has never been true. ' > 

If it had been true, Governments would not have been able to con- 
tract the amount of indebtedness;which in fact they have contracted. 
Nor would they have been able to run 'into debt for unproductive 
purposes. There has always been a qimlitatwe difference betwecnPublic 
Finance and private finance which has been morc .tllan a dififcrencc in 
quantity. 

For a private business man a debt is a burden, and nothing but a 
burden. For die Government, which represents the community as a 
whole; a debt is not, in diis sense, a burden. Being the representative 
of the community, it owes money to the same body which it represents.. 
The community as a whole owes money to itself. A National Debt, 
therefore, when considered for the community as a whole, is not a 
burden in the same sense as a private debt is a burden on the debtor. 
This, of course, has been said innumerable times before. It is repeated 
here for die purpose of emphasizing that it is as true under the assump- 
tions of ‘classical’ as of modem economics. The view that a National 
Debt is a burden on the whole community, or diat it represents a 
mortgage on the future, has always been erroneous.. Under the assump- 
tions of classical economics, however, the National Debt did represent 
a ‘deadweight,’ — ^not in die sense of a mortgage, but in die sense of a 
wasted opportunity. It did measure the extent to which the State had— 
up to date — prcvcntcd'die hard-earned savings of die community l&om 
augmenting die real capital of die nation. And a reduction of die 
National Debt was — on dicse assumptions — ^logically tantamount to a 
‘making good’ for the extravagances of the past': an artificial augmenta- 
tion of current savings and dius of current private investment 

To the five precepts of orthodox finance listed above, we can 
diereforc add a sixth: 

6. Pay off die National Debt as fast as you can, by increasing all taxes 
which impinge upon current consumption. . 

This precept, like the others, is inherent in die classical assumptions. 

The Imjiact of the General Theory 

But what happens to our dieory of Public Finance when die modem 
.(Keynesian) dicory is substituted for die classical approach?— Absten- 
tion from consumption no longer leads straight to an accumulation' of 
capital. The attempt to save, on the contrary, may lead to unemploy- 
ment, a fiJl in die National Income, idle capacity and thus to a retarda- 
tion of capital accumulation. It is no longer possible to say: “What 
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we dbn’t ccpsume, the business man uses for investment.’ It is necessary 
to say: ‘Unless we consume, the business man refuses to invest.’ Under 
the ‘classical’ assumptions it looked as if society had a choice between 
consumip" more and investing more; that consuming less meant a 
more rapid accumulation of capital, and that consuming more meant, 
a reduction in the rate of advance. Now we discover that, on the 
contrary! private'investment cannot normally rise except when con- 
sumption is rising too (or expected to rise presendy) and that a 
reduction in consumption, far from speeding up investment, kills it. 
To the classics, who treated total income and ouday as given, it seemed 
clear ths^t consumption and investment could only grow one at the 
expense of the other. But to the modems, who have no longer any 
right to assume that total income and ouday are unchangeable, it has 
become apparent that, if there is movement at all, consumption and 
investment can only rise or fall together. (The reader will appreciate 
that this applies only to private investment, i.e. to the production of 
• means of production. It obviously does not apply to the production — 
either private or public— of non-marketable durable goods, like roads, 
hospit^s, armaments, etc.) 

How does this profound change in the general theory of economics 
affect the principles of Public Finance? 

As soon as we admit the possibility of a proportion of the productive 
resources of the community not being utilized by private business, we 
must also admit the possibility of the State claiming these resources 
through means other than taxation. Or to put it in another way: as 
" soon as we admit that die ouday of the community may be insufficient 
to absorb all productive resources, and thus insufficient to produce a 
maximum national income, we must also admit that an increase of the 
ouday of the State beyond its revenue can increase die national income. 
The notion, therefore, that a balanced budget is desirable in all cir- 
cumstances falls to the ground as soon as we abandon the classical 
assumption of automatic full employment. 

But this is only the beginning of die revolution which the abandon- 
‘ ment of this assumption produces in the theory of Public Finance. 
There are many further changes of a more subde nature which we shall 
now try to follow up. 

Let us first consider the principles of Public Finance on the assump- 
tion that it is the duty of the State to ensure full employment without 
-increasing the National Debt, that is to say: with a balanced budget. 
This case is taken first because it lends itself to a discussion of the prin- 
ciples of taxation imdcr modem conditions. The case of a full employ- 

G 
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ment policy through, budget deficits (and hence through a filing 
National Debt), which necessitates an elucidation of some 
complicated problems of financial technique, will he considcfed later. 

A Balanced Budget? ' 

Unemployment implies that a certain margin of tie commumty’s 
-productive resources .is not daimed by any privafe cifizea or firm , 

It remains left over and must run to waste unless measotes are fat-m 
wbich enable either the citizens of the State or the State itself to. claim 
it. "What ineasures could he taken to enable tie dozens to daizn it, — 
to produce; in other words, the very condition which da*iq^l theory 
has always assumed to csdst i/fsa facto! If a given National Income 
emsts at a certain historical moment, it will continue to edst as long 
as that income is currenlly expended and thus re-drea'tes income. 
Such a continuous re-creation of the National Income, however, may 
^ to matenalize owing to he attempt to save more than the amount 
for which investment outlets can he found. 

The volume of savings does not depend merely upon foe size, of foe 
National Income; it also depends upon foe distribution of incomes. M 
available evidence goes to show that a more even distribution of 
incomes would inaease foe average propensity to consume and thus 
reduce foe danger of investment ouuets being insuffident to, absorb 
all foe savings people plan to make at foil employment. A Govern- 
ment, foercifore, which is intent on ensuring fun employment wifoout .■ 
incurring budget defidts must so redistribute foe National Lreonre foat 
foe community \rill never attempt to save in excess of cunent invest- 
ment oppoitvmitics. Since private investment opportunities, however, 
are themselves not a fixed quantity— for reasons which cannot .be 
discussed hertf^ — ^foeiedistribntioniofincomes necessary to assure per- 
manent full employment would probably have to go rather far, and 
a continuous pohey ofa^ustmmt, through variationsinfoew^htand 
structure of taxation, snbsidira and price control, would be reqmied 
to keep foe economy on an even ked.’ 

But we n^d not pursue this point for foe purpose of our argument. 
-Any redistribution of incomes towards a smaller mequaKty is bound 
to reduce private saviiig and may thus couttibute to the solution of 
foe.unemploymmt pcoolem. 

Once it is realized that foe ultimate cause of unemployment in 
modem scxriety is to be, found in foe prevailing distribution ofincomes, 
foe most logical course of action that suggests itself, would be .tp.go j- 
■ >d:p;54. 
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to the root the matter and to alter the conditions 'which determine 
the distribution of gross incomes, i.e. incomes before taxation. But 
these coiiditions are of such a fundamental nature and- are created by 
the whole structure of distribution of property, by inheritance, imper- 
fect competition, and the very design of present-day capitalist society, 
that a discussion of them in this paper would be out of place. 

The gross distdibution of incomes might be left as it is — or altered 
to the extent which general conditions permit — ^and taxation may be 
employed for the purpose here under discussion. Taxation, therefore, 
appears here in a function which is somewhat different from the func- 
tion nornialiy attributed to it: its object is ‘redistribution rather than 
merely the raising of cash for the State. 

BEDISTKIBUnYB TAXATION 
The Purposes of Taxation 

It may be useful at this point to recall that the concept of taxation 
as a method of income redistribution is foreign to the theory of Public 
Finance that derives from classical economic thought. It is foreign in 
the sense that it has no economic merit — although it may have merits 
on the grounds of social justice. To use taxation for the purpose of 
transferring income from the rich to the poor appeared to me dassical 
economist as tantamdimt to sacrificing progress to current enjoyment. 
Sodal reformers were in a dilemma: greater sodal justice appeared to 
-be obtainable only at the price of retarding the accumulation of capital, 
and any plea for it could be answered by the question: Is it not better 
to cease worrying about the distribution of the cake and to concen- 
trate on increasing its size ; . 

But now it is (hfferent. luasmudi as depression and unemployment 
and indeed long-term stagnation can be traced to inequality of income 
distribution, redistributive measures commend them^ves not merdy 
on the grounds of social justice but pre-eminently on the grounds of 
economic reason. A dassical economist was being logical when he 
recommended taxing the poor rather than the rich. But a modem 
economist is logical when he recommends ta-xing those able to save 
rather than those anxious to consume. ' • 

The argument of social justice and the economic argument have 
thus become amalgamated.m modem theory. The old dilemma of the 
sodal reformer has been resolved. But a distinction between the two 
functions of redistributive taxation can neverthdess be made. One 
■function is the reduction of private savings; the other, the equalization 
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of living standards. The former is rdevanl; to die problcpi’of hfow to 
achieve and maintain full employment; the_ latter is relevant to the 
problem of what ‘content’ is to. he given to full employlnent. A 
redistribution of incomes for purely economic reasons, in other words, 
may be pressed up to die point diat must be reached in order to aboUsh 
unemployment; but it may also be pressed further for reasons of 
equity. To say diat redistributive taxes are no 'fonger inimical to 
te chni cal progress and die accumulation of capital does not mean that 
some kinds of taxation may not have economically destructive effects. 
It merely means that there is now zprima facie case in favour of a large 
-measure of redistributive .taxation, bodi on economic and, on sddal 
. grounds, which was not die case as long as the classical assumptions 
held good. 

The question arises: What are the limits of redistributive taxation? 
Or, to put it differendy: What margins can be created by taxation 
between gross incomes and net (‘available’) incomes without interfer- 
ing grievously with the economic process ? What happens when the 
avaikble income of the rich is substantially smaller than dieir gross 
money income? And; What happens when die income of the poor is 
substantially augmented through State expenditure ? 

No definite dieoretical answer is possible to these questions. Too 
much depends upon die reactions of die public, historical evidence of 
which is as yet scanty. But a few gaieri considerations may not be 
out of place here. 

Limits of Redistributive Taxation 

Taxation, when strained beyond a certain pomt, creates a new set 
of economic motives which may have far-reacliing economic effects. 
Every tax,- of course, creates different motives, and we cannot do more 
here than to single out a few typical cases. 

Surtax creates die inducement for owners of business cstablisli- 
ments to leave dieir profits in die firm, as reserves or ‘undistributed 
profits.’ There they escape surtax, being taxed merely at the standard , 
rate of income tax. Tliis may become an importmt factor in firms 
in which, a few wealdiy persons are the principd directors determining . 
dividend policy. Rather than distribute to diemselves and to the other 
shareholders large -dividends, diey -will prefer to accumulate such 
profits widiin the firm and use them for buying up odier firms or 
buttressing a monopoly position. Such a policy may increase the net 
sa-vings of the community as long as investment oudets are plentiful; 
but it will cause increased miemployment when investment rails. The 
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undislributeri profits of. companies are the principal source of (poten- 
tial) savings in this country -in peace time and thus hold a position of 
key importance with regard to the general level of employment. A 
tax structure which puts a premium on leaving profits undistributed 
necessitates larger budget deficits for full employment than would be 
necessary if such a premium did. not arise. 

High direct taxation generally puts a premium on every kind- of 
tax evasion — ^legal or illegal. The prevention of illegal tax evasion 
can be left to die Attorney-General and does not concern us here 
direcdy. Butjt is necessary to realize that no system can be considered 
satisfactosy. which puts too high a reward on breaking the law. Legal 
tax evasion is even more important. A high income tax, imposed for 
the purpose of redistribution, is subject to the law of diminishing re- 
turns in more senses than one. It leads to a situation in which every 
item of expenditure that can be booked over ‘expense account’ is 
automatically subsidized by the State at die rate of the standard tax. 
It leads to an attempt on the part of business men to charge as much as 
possible of their private expenditure over the cost account of the busi- 
ness they control. Rather than drawing substantial salaries, they will 
try to obtain as much real consiuners’ ■raue ‘in. kind’ as possible. Yhe 
firms themselves will employ tax experts and lawyers — their salaries 
being chargeable to cost account — to exploit every possible loophole 
in the tax structure. The wit of the tax collector is continuously pitted 
against the wit of the ablest legal and accounting talent which money 
can buy. Advertising, high pressure salesmanship, ‘prestige’ expendi- 
ture — anything that reduces taxable profits and provides satisfaction 
to the ovraers or high executives of the firm is automatically subsidized 
by the State. The more ‘progressive’ the scales of taxation, the smaller, 
at the same time, is the reward obtainable by business men for extra 
effort and risk-taking. In a fiee society the ‘nmits of taxation’ deserve 
the.dosest study. 

It is perhaps worth emphasizing that these limits have nothing to do 
with &e concept of ‘taxable capacity.’ This latter concept has no 
intelligible meaning when used as an 'argument in favour of State 
■borrovring instead of taxation. Whether the State borrows firom the 
rich or taxes them, it is practically the same funds which are gathered 
in. . Only the motives and incentives created by these two different 
‘ courses are different. - 

if the above arguments are accepted it follows that taxation, as a 
redistributive device, must be handled -with care, and that there is no 
justification for neglecting the gross distribution of incomes on the 
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grounds that it can always be modified by taxation. The'grf ater the gap' 
between the gross and the net distribution, the greater is the distortion of 
the economy which a tax-firee cost account produces and the greater the 
dis-incentive to enterprise. There is little doubt that full employment 
in this country might in the long run be brought about by means of 
redistributive taxation alone, i.e. without permanent budget deficits. 
But it migh t be associated with a marked decline in entreprene urial 
efficiency and would not afect the real luxury' consumption of the ' 
owners and controllers of business as much as might be thought 
according to the statistical evidence of net incomes. ^All measures 
which by-pass die gross distribution of incomes are only a'second-best 
as compared with measures applied directly to profit' margins, in- 
terest, rent, salaries and fees. 

The Incentive to Invest 

Mcome and surtaxes, however, do not affect saving (mainly 
undistributed profits) arid consumption alone.' They also affect the 
incentive to invest. In the business man’s language: they make the 
State a parmer in profits, when the investment turns out to be afinan- 
dal'success, but not a partner in losses in case of fiilure. They thus 
reduce the reward of risk-taking without reducing risks. This argu- 
ment has often been contested on the grounds that income tajrf educes 
the net returns of all. investments e.qually and that a person with 
of savings tvill thus suffer die same percentage reduction, whether he 
uses his savings on a safe or on a risky venture. But it is not the percent- 
age reduction that matters, it is the absolute reduction. Assume the 
standard rate of income tax to be ips. in the An investor contem- 
plates putting ^10,000 into a risky venture which he expects to yield 
twenty per cent profits, or f 2,000 a year. Taxation reduces this 
amount to £1,000 net. He concludes that if all goes according to ex- 
pectations he will have earned profits equivalent to his initial ouday in 
ten years. If there had been no tax on profits, his profifwould have 
amortized his investment in five yean. The risk he incurs is largely a 
function of .die length of the engagement, and income tax increases 
the length of the engagement . • ' 

As against this, it has been argued that the risk incurred by investing 
a given sum of savings is itself reduced by the fact that all ‘unearned’ 
income is taxed at los. in, the £. The investor’s risk, so the argument 
runs, is not measured by the possibility of losing a given amount of 
• capi^, but rather by the amount of net income he womd have obtained . 
bv nutrincr his money into a safe investment. The very risk of invest- 
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men) is thu| Held to be cut in Half by taxation, inasmudi as taxation is 
catting in half tHe net yield obtainable on any alternative investment. 
THis argument impHes tHe view tHat tHe value of a given capital sum 
is fully expressed by tHe net income obtainable tbrougH ’it without 
taking a risk-— a view which is clearly erroneous. A capital siim is 
‘valuable’ even if Held in cash: it is a claim on immediate goods, not 
merely a daim t<J a future income. Even if income tax were at the rate 
of 20s. in the ^ on ‘imearned’ income, money capital would not 
thereby become .worthless: it would still command current goods. 
But it could no longer be used for buying an income. Such a. rate 
would destroy the incentive to invest for profit, but it would not 
reduce the value of money over goods. 

' Thus it appears as incontestable that income tax (and surtax in the 
case of one-man businesses) reduces the incentive to invest, and this sets 
another limit to the amount of income tax which may be levied in a 
private enterprise economy without seriously disturbing the economic 
proems. But this limitation can be overcome without great difficulty, as 
Mr.Kaleckihasshown,^.by a modified form of income tax. Atpjresent 
depredation .allowances are tax-free, whether they are re-invested or 
not. Investments beyond depredation allowances (new investment) 
are subject to tax. If aU actual investments were made (wholly or 
pardy) chargeable to cost accomit — depreciation allowances without 
actual replacement not being so chargeable — ^income tax, at whatever 
level, would cease to have any direct effect upon the incentive to invest. ■ 

So far we have considered only one aspect of redistributive taxation 
— taxation as a means of reducing .excessive incomes. A redistributive 
fiscal pohey, however, does not -merely decrease the income of the 
rich; it may also increase the absolute, income of the poor.® Such an 
increase may take the form of money— when produced by old-age 
pensions, family allowances, and other social security payments, — or it 
may be brought' about ‘in kind’ — ^firee services and. amenities; — or 
finally by State subsidies employed for the purpose of reducing the 
cost of Uving. • ' « 

It is sometimes argued that the augmentation of small incomes, 
through State expenditure covered by taxation on the large incomes, 
must reduce the' incentive to work. If every dtizen is entided to a 
certain share of the national output, not on account of his contribution 
‘to such output, but simply on account of his being a citizen, is there 
no danger of slackness and decay? This line of reasoning ceases to be 

> Cf. pp. 45-8. . 

‘ A relative increase in their income is effected even if the State e:q>ends revenue obtained from 
the higha incomm in a way of no direct economic benefit to either rich or poor. 
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convincing when it is considered that work, in any castj. is noc the 
only, or even die' predominant, source ofincome for dtat section of 
die community wmcli carries die greatest responsibility and oft whose 
energy and wisdom die fate of all most dircedy depends. But we need 
not go into dicse arguments here. If diey have any trudi in them at 
all, they can only apply to certain forms of redistribution — ^fre'e ser- 
vices and cash payments. They cannot apply to fubsidies paid to 
reduce die prices of essential consumers’ goods. To apply diem to 
. subsidies as well would imply the view diat every rise in die standard 
of living of die masses is ipso facto undesirable. 

Instead of subsidizing prices, of course, it is always pohible for the 
State to desist from levying indirect taxation and dius to lower 
prices. Every tax on goods consumed by the masses leads to a curtail- 
ment of their general consumption, and every subsidy leads to a general 
expansion. The specific effect of tax or subsidy depends, of course, on 
the elasticity of demand fiir the article in question. But it appears 
diat die demand for most goods of mass consumption, while clastic 
in response to income changes, is relatively inelastic in response to 
small price changes. 

Ta'xation in pre-war Britidn, aldiough more ‘progressive’ dian in 
most odier countries, was redistributive only in die sense of reducing 
' large incomes; not in die sense of augmenting die absolute incomes' 
of the poor. ‘The amount of taxation paid by die “under ^250” class 
was very nearly as large as dicir receipts fironi die Govcmnicnt’s sodal 
expenditure. There cannot, in any case, have been any great dificrcnce 
between the two amounts (estimated for 1937 as ^460 millions and 
^520' millions respectively). It is therefore, hardly right to -describe 
diat expenditure as a “transference fi-om die rich to die poor,” a descrip- 
tion commonly used. . . . What is true, however, is diat the lowest 
income group had been almost entirely relieved of the necessity of 
making a contribution to die general expenses of government. . . .’ 
(Hicks, The Social Erameworh, pp. 187-8). 

Coiwimption versus Investment? 

Modem economic dicory, as we have seen, forces us to look widi 
fiivour upon redistributive taxation. It thus leads us to adopt a position 
which is dircedy opposite to die position diat follows firom an accept- 
ance of die ‘classical’- assumptions. Redistributive taxation, &r' firom 
reducing the rate of capital accimiulation, is likely actually to increase 
it— provided only that it is levied in such a -way as not to restrict unduly 
the incentive to invest. 
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Hiis mav still sound extremely paradoxical to economists (and - 
others) educated in the classical tradition. The notion diat Investment 
and CoriSumption are opposites, and diat every increase in expenditure 
on consumption implies a decrease in cxpenditirfc on investment, dies 
hard. But it is a notion which has no place in a capitalist economy, 
except*when diere is in force a system of direct rationing and allocation 
of labour arid raw^iaterials. One way — in fact the most sensible way — 
of increasing private investment, ofindudng a mc*re rapid accumulation 
of privately owned productive capital, is to stimidate die consumption 
,of goods for the production of which such capital is required. Generally 
speaking, a» increase in consumers’ demand, no matter to what point it 
is carried, is not likely to cause a curtailment of private investment; just 
as a decrease of consumers’ demand, although it leaves .productive 
factors ‘free’ for investment, is not likely to be accompanied by a rise in 
the rate of capital accumulation under conditions of free capitalism. The 
normal reaction of a private business man'is to expand liis plant when 
faced with a rising demand for his products, and not to expand it when 
demand for his products flags. Even after full employment has been 
■ reached, it will not be investment that suflers from a further expansion 
of consumers’ purchasmg power.^ hivcstmcnt will go on, but paces 
will rise, and the larger money ouday of consumers will fail to secure 
diem a larger real income. Tlic system as a whole will run into 
inflation. The reason for a deliberate curtailment of consumers’ 
demand at any given 'moment docs not derive from die fact diat Con- 
sumption would otherwise encroach upon private investment: it 
derives from the entirely diflcrcht consideration that inflation would 
otherwise destroy the value of money and disrupt the stability of the . 
economy as a whole. The propensity to consume, as such, is not 
inimical to the propensity to invest, but a pre-condition of it. Redistri- 
butive taxation, employed for die purpose of raising die propensity to 
consume for the natipri as a wlio c, promotes private investment as 
long as die taxes themselves arc so designed as to s^qw such investment 
to remain profitable. 

The propensity to consume, however, may itself be so liigh as to 
create inflationary dangers. If Consumption could always expand at the 
expense of private investment, this danger would be remote. The 
danger is a real one because Consumption and private investment 
are closely linked togedier and a sustained rise in Consumption pro- 
duces a derived demand for private investment goods. The supreme 
objective of fiscal policy should be to keep the economy as a whole on 

* Unles that expansion is financed by a kind of taxation whieh destroys the incentive to invest. 
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an even keel: to avoid Inflation as much as Deflation. HK^taxVeapon- 
therefore — coupled •with the policy of State 'expenditure — ^must now 
be considered for its anti-inflationary potentiality. ' 

Anti-InJIalioiiary Taxation 

In a modem economy there is, as experience shows, little Hanger 
of private expenditure on consumption and invcstnlent causing infla- 
tion. When such a danger appears it can normally be traced to excep- 
tional circumstances — an exceptional and non-recurrent propensity 
to consume and to invest in the aftermath of war. It is thus not private 
expenditure which need engage our attention in this connection as 
much as State expenditure. If the spending programme of the State 
itself is of cxceprional dimensions, inflation may arise on that score. 
When die problem of full employment is considered in isolation, it is 
normally assumed that the raison ffitre of State expenditure is solely 
or primarily the achievement or maintenance of full employment. 
But this, of course, is an unrealistic abstraction. In a modem sodetV, 
collective activities, necessitating large expenditures of public funds, 
possess a liigh, and often the highest, priorit)'. If the distribution of 
gross incomes were so arranged that the public’s spontaneous demand 
for consumption and private investment were always sufficient to 
employ all available resources, — diat is to say, if die basic assumption 
of classical theory were realized, — taxation would still be required so 
as to fircc real resources for the use of Ac State. 

fiscal policy Aus appears in a double function. It appears in its 
traAtional function of preventing private citizens ft’om utilizmg re- 
sources w'hich Ac State itself wishes to utilize for collective necA. 
And it appears, in addition, in Ac function of modifying Ac 
distribution of incomes. These two ftinctions, of course, overlap to a 
considerable degree. The economic motive (as distinct from Ae social 
motive) of progressive taxation is to effect a reduction in Ac propensity 
to save. The economic motive of anti-inflationary taxation is to effect 
a reduction in Ac propensity to consume. Taxes designed to impinge 
on sattings do nor, to Ac extent Aat Acy folfrl Acir design, free real 
resources for Ac use of Ac State (assuming Aat Ac incentive to invest 
is not impaired). But taxes designed to impinge on private consump- 
tion do reduce Ac public’s use of resources and can dicrcforc be justified 
only if Aesc same resources can be shown to jncld a higher return in 
welfrre tvhen collectively used. It is possible to argue Aat Ae State is 
under a greater moral obligation to make a -wise use of funds derived 
from consumption taxes it is wiA regard to funds derived eiAcr 
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£:otr» loan^ or from taxes impinging upon private savings. In the 
former case it commandeers resources which die pubHc would other- 
wise have used for itself. In the latter case it commandeers resources 
which might have been left unused. 

These complications did not arise under the assumption of classical 
theory. Any kind of tax was assumed to serve equally the purpose of 
freeing real resodrees for collective use. A difference was indeed made 
between taxes affecting savings and taxes affecting consumption. But 
the conclusions dra^ from this distinction were of a very different 
character. Since all private savings were assumed to lead automatic- 
ally to th^ creation of private capital, taxes impir^mg on private 
saving were viewed as being inimiem to economic progress. Inasmuch 
as it was considered inconceivable that any substantial real resources 
^ might be left in idleness altogether, the anti-inflationary effect of all 
taxes -was treated as equal, and there remained only the choice between 
curbing current consumption and curbing current capital accumulation. 
' Modem economic theory puts a different complexion on the 
matter. The anti-inflationary effect of different taxes can no longer He 
taken as equal. Assume that the State — after full employment has 
been reached-rraises its revenue exclusively from death duties* and 
surtax, — that is to say, in a fr)rm which impinges most dkectly upon 
savings. Assume further that all State revenue is expended on goods 
md services furnished to the consumer free of charge. The increase in 
general consumption creates an increase in private investment,^ thus 
augmenting further the total outlay. An inflationary rise in prices 
leads to increases in profits and thus to an increase in the revenue 
' from surtax. But the ever-swelling flow of State revenue is not a 
brake on the inflationary -spiral: it is simply the result of inflation 
taking place. 

This example may serve to illustrate the fact that the precepts of 
‘sound’ finance are no longer a guide even to deflationary policies. It 
is no longer trae to say that it is safer to finance, say, 60 per cent of 
State expenditure out of taxation, and only 40 per cent out of borrow- 
ing, rather than the other way around. Everything depends upon the 
kind of taxation applied. Everything also depends upon the 'kind of 
borrowing. A scheme, for instance, such as Lord -Keynes advocated 
at the beginning of this war, whereunder a large part of war expendi- 
ture would have been financed out of borrowing, would not have 
produced inflation on that accountj since the funds to be borrowed 
would have come from incomes which otherwise would have gone 

^ If income tax is modified so as to leave the incentive to invest imafieaed. 
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almost wholly into consumption. If the Chancdlor of th^ Exchequer 
tells us the proportion of State expenditure which is covered by taxes 
and by borrowing respectively, tms information may be of interest m 
sorne respects, but it does not enable us to draw any conclusions as to ' 
the effects of financial policy with regard to inflation, unless we know 
also the source of the taxes and the source of the'borrowing (savings). 

Only such taxes are efiective as m anti-inflationary weapon w&ch • 
directly, impinge upon consumption or private investment. This is 
not to say that even'such taxes cotdd under all circumstances be screwed •' 
up to a level which would effectively stave off inflation. If as in war- ' 
time, there are large unsatisfled demands, taxation fails 'as an anti- 
inflationary weapon, because spending can be financed out of past 
savings, and recourse must betaJcen to a direct control of expenditure 
through rationing, etc. 

DEnCTE FINANCE 

The Burden of the Debt 

So fiir, we have discussed some of the economic effects of various 
types of a balanced budget. "We must now turn to the effects of an ' 
unb^anced budget: effects upon the National Debt and upon such 
things 9S the volume of money in circulation, the liquidity of financial 
and other institutions, and the fate of interest. 

Assuming, then, that a quantitatively sufficient adjustment in either 
the gross or the net distribution of incomes caimot be obtained and • 
recourse must be had to ‘unorthodox finance’ to secure full employ- 
ment, what are the consequences ? 

Every budget deficit adds to the National Debt. Two questions arise 
here: Is there any limit to the size of the National Debt which a com- 
munity may carry without harm? — a question of quantity; and: In 
what form should any necessary additions to the Nationd Debt be ' 
made,— in long-term bonds, short-term paper, or cash? — a question 
'of qu^ity. ■ . ' 

That there is a profound difierence between the significance of ■ 
‘national debt’ and mat of ‘private debt’ is now generally .understood. 

A national debt— internally held — ^is a debt which the community owes . 
to itself. Saying this, however, does not dispose of the matter alto- 
gether. There remains the &ct that not all members of the community 
are equally the creditors of the State, — that indeed the Goveimnent . 
securities, notes and deposits which represent the National Debt are , 
largely concentrated in the hands of a small section of the population.* .• 

^ The part played by die banking system is discussed on pp. 116-120 bdow. 
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Aaume Jor a moment that the National Debt — of (say) ^24,000 
million — ^were evenly distributed amongst the 48,000,000 citizens of 
this country. The holding per head would amount to no more than 
^500. An average holding of this size, earning something like ^10 to 
5^15 interest (subject to tax) per aimum, would serve as no more than 
an ‘eiftergency reserve’ of purchasing power. It would neither create 
rentiers nor dimifusli the incentive to work. It is dear that every dtizen 
is, in fact, eligible under present conditions for a ‘minimum income’ 
of a much larger size — quite irrespective of whether he works or hot. 
He gets it by way of Unemployment Insurance, Health Insurance, 
Pension — ^en Charity. If he received it by way of interest on his 
share in the national debt, some of the other payments might become 
unnecessary; in any case the granting of such an income ‘by right’ 
could not be considered a burden on the community in any valid sense. 
But where would the money come from ! Let us assume it were raised 
by means of social security contributions — and it is at once clear that 
the final effect of such a national debt would be very s imilar to that of 
many of the social security schemes which are now in operation. It 
has never been suggested that sudi schemes must be limited in scope 
/because of the ‘transfer bur^len’ they involve. They may be criticized 
on odier grounds (rightly and wrongly), namdy that the way the 
money is raised may place an undue burden on some groups and that 
the way it is expended may not be in suffident accordance tvith current 
ideas of social priority. This is also the only way in which it is possible 
to criticize the economic efiects of the national debt: that it involves 
taking money from people from whom it ought not to be taken, 
and giving it to people who ought not to receive it. 

The concept of ‘transfer burden,’ therefore, obscures the important 
issues at stake: it suggests that the size of the national debt, as such, 
imposes a definite burden, and that the larger the size, the greater the 
burden. But this is incorrect. A national debt is ‘burdensome’ only in 
a spedal sense which derives not from its size, but from the distribution 
in the ownership of the debt. The mere collection and redistribution 
of money has been techmcally perfected to such a degree that it imposes 
no appreciable mconvenience. But a national debt, held by a small 
minority of dtizens, which necessitates the yearly transfer of consider- 
able amounts of money to persons already wealthy becomes a stumbling 
block in any policy — undertaken on sodal or economic grounds — of 
reducing the inequahty of incomes. 

The yield of income tax in 1936, at million, only just exceeded 

the cost of the National Debt Service, at ^^224 million. Income tax. 
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at the rate then current, therefore, might be said to hpe had no 
substantial redistributive effect as between the income tax payers, talrpn 
as a group, and die others: if there had been no national debt and no 
income tax, the position would have been much the same. Surtax, 
in 1936, brought in only f,S 2 - 4 - million. Alone, it covered no more 
than 24 per cent of the cost of the National Debt Service. Tna^Tnnrli 
as a very large part of the national debt is ownetf— direedy or in- 
direedy — ^by surtax payers, they certainly paid less in surtax foan 
what they received in interest on Government bonds. We found* 
in our discussion of taxation diat there are certain limits to the uscfolness 
of taxes as a redistributive device. If a considerable rate 'of taxation 
has to be imposed just to offset die enhanced inequality of incomes 
which the national debt service produces, less is-lcft over for redistribu- 
tion proper. This, it seems, is the fondaimental problem posed by the’ 
national debt, — a. problem which does not become apparent as long as 
we talk simply about the ‘transfer burden.’ 

Before we go any further, however, let us consider the quantitative 
importance of the problem we arc here facing. Our immediate con- 
cern is not the effect of the national debt which already exists (or will 
exist at the end of the war), but the soundness or unsoundness of pursu- 
ing a ^ employment policy by means of deficit finance. ^ . 

The maintenance of full employment in Britain after foe war may 
necessitate an annual budget deficit of something like ^300,000,000. 
This figure is based on foe assumption of a return to pre-war rates 
of taxation and of a final price increase of not more than 40 per ceiit 
over foe pre-war level. The average rate of interest payable on war- 
time indebtedness is about 2 per cent. At this rate, foe annual incre- 
ment in foe interest burden would not be more than ^6 million. 
Income and surtax reduces diis amount to probably less foan £4 
million — assuming 1938 rates of taxation. A part of foe capital, value 
of foe national debt, and thus also of the annual increment, goes back 
to foe State in foe form of deafo duties. Thus foe problem is reduced 
to a matter of a few million pounds net per annum, — an amount which, 
although cumulative,^ cannot be said to present a serious problem. If it 

1 If all other factors rcinala equal, the de£dt itself u-ill have to increase every year by die same 
ambutit as was paid in interest during the previous year. That is to say: the interest payable on the 
yearly increments of the national debt would itself have to be borrowed. If the consumpdop of 
the bondholders shows a tendency to inacase o\^g to the increase in thdr interest claims, 
additional camdon must be imposed upon tbem. The modve behind such taxadon would not be 
merely the desire to prevent the nadonal driit from rising at a compound interest rate^ but rather 
' to prevent an cniansion of luxury consumpdon at the expense cither of State outlay or of the 
private outlay of the poorer classes. The greater the luxury expenditure of wealthy savers, the 
t nnill<*r the need for a budget deddt. Yet, employment created in this* way would have a low 
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is compared with the total amount of ‘unearned’ income^profits, 
interest and rent— which amounted to ;^i,853 milHon in 1938 and 
rose to ^3,054 million in 1943, .it is seen to be of small quantitative 
importance. The Sluns involved may add up to a considerable figure 
over a prolonged period of time, but they are entirely ovenhadowed 
by oth& fictors in the economy which have a far morepowerfulimpact 
upon- the distribdtion of gross incomes, — such as inheritance laws, 
interest rates, imperfect competition, etc. The ‘transfer burden’ of the 
national debt is only one subsidiary aspect of the much larger problem 
of income distribution in present-day society — ^albeit a factor working 
in the wrong direction. 

Are we then to conclude that the size of the national debt — apart 
fiom its effect upon income distribution — does not matter at all ! 

Ownership of Government bonds, — ^like the ownership of any other 
form of capital, real or financial, — ^is a claim to wealth, not merely a 
claim to an annual income. A steady increase in the national debt means 
a steady increase in the volume of financial claims held by a small 
section of the community. Even if taxation is so adjusted that, for the 
group as a whole, a growth of their holdings does not lead to a growth 
of thar net incomes, there remains the growth of their holdup, ffuch 
an accumulation will become increasingly fiitile. It may ultimately lead 
to an undesirable rise in the number of rich rentiers and to an equally 
undesirable increase in ‘conspicuous consumption.’ That is to say, the 
propensity to consume of the wealthy may gradually rise to such an ' 
extent that their savings^— and consequently die very need for further 
deficit finance--disappear. This would indeed solve the problem of 
unemployment, but it would give to ‘foil employment’ a content which 
could hardly be defended on moral or social principles. 

Let it be remembered, however, that this accumulation of somewhat 
meaningless money tides is not due to the fact that full employment is 
being created by budget defidts: it is due to full employment as such, 
coupled with the existing distribution of incomes. If private invest- 
ment produced (and were able to maintain) full employment, the 

social pciority. A large defidt, as such, is not an evil, if it is spent on communal needs of high 
social value. 

The qnandtadve leladonship between the whole nadonal debt and its yearly increment, how- 
ever, is such that even a very small fall in the rate of interest reduces the interest burden suffidendy 
to ‘make room* for a substantial increase in the debt. Such a reduction, of course, exerts its effect 
only to the extent that conversions of old bonds became possible. It needs time to bear 
ihiit. But the cumtdative effect of the steadily growing debt upon the interest burden also needs 
time to gain quantitative impottance. If the average rate of interest payable on the national debt 
were reduced by one-tenth of 1 per cent every tsro years for a period of twenty years — i.e. by 
1 per cent in all — ^tbe capital sum of the natioaal_debt could rise at the rate of ,(1400 million a 
year without increasing the total interest ‘burden,’ fThe rate of interest is discussed below.) 
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result would be not better but worse. The total volume pf neg6tiable 
assets within the conmunity would not be smaller, nor wo]ild it in- 
crease at a slower rate, — only private debt would take the place of 
Government debt. The income of rentiers would be even larger, and 
would rise at a higher rate, because private debt, cannot normally be 
financed at interest rates of 2 or 3 per cent. In a spjdety in which tbe 
bulk of current saving is done by the wealthy, there is an inevitable 
tendency for the wealth of rentiers to increase,^ Those who predicted 
such a development in the past have not been in error, as fiir as the 
logical deductions fi:om their basic assumption are concerned. But 
lheir_basic assumption — the assumption of classical theo’ry, that full 
employment is always maintained— hM falsified their prediction. Full 
employment, consciously pursued, would make their assumption come 
true and, consequently, justify their prediction. In die past, it has 
been one of the functions of recurrent depressions to wipe put a propor- 
tion of these accumulations at regular intervals. Depressions have never 
directly destroyed ‘real capital’; but they have destroyed ‘paper capital’; 

• they have deflated the value of monc}' titles by bankruptcies, defaults, 
‘capital re-organizations* and StockExdiangc slumps. They have cruelly 
and indiscriminately brought down the structure of private indebted- 
ness. If depressions— a high price to pay for such a purpose— arc 
avoided, the structure of paper indebtedness— public or private — and 
the volume of money tides in our society will grow TOthont visible 
limit. 

The Direction of Deficit Spending • • 

The volume of indebtedness, obviously, is not influenced by the 
way in which borrowed funds arc expended. A debt of ^100 is a debt 
of ;£l00, whether it has arisen in connection with buying armaments, 
machinery, beer, or roads. Nor is the interest payable on it different 
according to the object of expenditure. The problem of income 
distribution, as intensified by Ae interest payments on the national 

^ Notonlythe'wca]Uiofrcndcn,but3lsothexncqual2tyorpropert7di5tribudonit5elf2sIikdy 
to incite. If all income groups saved the same proportion of their income, the degree of in- 
equality would remain constant. But them is every reason to bdieve that— >in conditions 
ot general stabiUcy — the proportion of in«>me sav<^ rises with a rise in income. The 
high income groups, in other words, not only save a larger absolute amount' per bead than ^e 
low income groups, they save a higher proportion of tbdr higher incomes. This generalization 
does not necessarily apply to a society in whidi there arc sudden changes in the relatwe potition 
of die various classes. The experience ofBricain during the intcr-\s’ar period doe nor conform 
with this pattern as far as personal incomes are concerned. It does conform furly well when 
undistributed profits* are included in the income of die owners of industrial equitie. The 
figure on Consuihcrs’ Expenditure and Savings in U.S.A., made available by tire National 
Reource Planning Board for 1936 ,afibrd an excellent confirmation of the geneiuizadon. 
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debt, thei^efore not directly aficted by the purpose for which the 
debt has been incurred.. .. 

The State has complete freedom as to the purpose to which it decides 
to devote borrowed funds. It may devote them to roads, hospitals, 
free milk, or consumers’ subsidies. The decision is not dictated by 
economic reasoning, but should be dictated by social priority. 

Considerations^ social priority* may indicate that the most desirable 
■object of State expenditure is the creation of durable assets, like roads, 
schools, hospitals, etc. Or it may indicate that a greater need -will be 
satisfied if expenditure is directed so as to increase the consumers’ 
outlay of thftse in ■want. The latter course can be pursued along one or 
both of two lines: directly — through subsidies which cheapen certain 
selected coiisumers’ goods, or indireedy— through cash payments made 
to consumers’ in need. In either case there results not only an absolute 
mcrease in consumption but also an absolute increase in the stock of 
productive capital. The demand fr)r (say) textile machines does not 
exist independendy of the demand for textiles : it is simply derived from 
the latter, in much the same way as die demand for textile fibre is no 
self-subsistent entity but a function .of the demand for die finished 
products. The connection between the demand for consumers’ goods 
on the one hand and the demand for raw materials or productive capital 
e(juipment oii the other is naturally an clastic one. Expectations of 
profit may induce business men to accumulate stocks or to expand 
capacity before an expansion of consumers’ demand has actually 
set in. It falls outside the scope of this paper to discuss the precise 
relationship between these fretors under varying circumstances. The 
only point of importance here is (hat private net investment activity is a 
derived phenomenon; it needs the stimulus of profit expectation which, 
in turn,' can arise only out of an actual or anticipated increase in the 
demand for die ultimate product. The ultimate product of private 
industry is consumers’ goods and services, for which consumers' are able 
and willing to pay. This, of course, does not apply to commimal 
investment, i.e. the creation of durable goods of a non-marketable 
kind: roads, schools, etc. "With regard to these there does exist a free- 
dom of choice, and the Government may decide to push consumption 
at the expense of communal investment, or vice versa. But no such 
freedom of choice exists as between consumption’and private invest- 
ment, once the period of direct rationing and allocations has passed. 

The ‘derived’ character of private investment is overlooked by 

^ Also: considerations as to what real resources are unemployed and can be mobilized witboul 
undue difficulties. 
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writers who propose to stimulate private investment as a means ^main- 
tainii^ full employnient. There is no doubt that relief ol taxation and 
subsidies can be, in principle, granted on a sufficient scale to indnre 
capitalists to maintain their net investment expenditure permanendy at 
boom level. But the accumulation of investment goods, which arc 
merely a means to the increased production of consumers’ goods, lacb 
economic purpose, unless there is an equivalent expiision in consump- 
tion, i.e. in the purchasing power of consumets.The mere subsidization 
of private investment, therefore, cannot solve the problem in the long 
nin. It may be useful for the purpose of raising" the level of em- 
ployment out of depression; but it cannot serve to i l i atn tain full 
employment without leading either to a crisis or— if subsidies rise at a 
cumulative rate — to a purposeless accumulation of idle capadty. 

It is however pointed out thatthisparticular difficulty would not ariw 
if the e&ct oftax-relief and subsidy were the ‘deepening,’ rather than 
the ‘widening,’ of capital equipment; if it were in.^e nature of ‘ration- 
alization’ rather than exp^ion. Yet, rationalization leads to fewer 
workers producing the same output, which — ^unless accompanied by 
expansion— must lead to unemployment. If full employment is to be 
mamtained, there must be ‘widening,’ i-c. new equipment for the 
displaced workers, alongside with ‘deepening’ and thus an expansion 
in the output of marketable goods. The old problem, consequendy, 
recurs.' -In addition, it would be necesary to consider how such ration- 
alization’ can be brought about by State action in privat^y owned 
industry. A certain ‘deepening’ will indeed occur automatic^y during 
any period of recover, for the rdative shortage of labour consequent 
upon' the expansion of effective demand presses the entrepreneur to 
obviate labour shortage by rationalization. But as full -employment is 
-reached, any further pressure of demand,— any intensification in the 
shortage of labour, — 'vt^ould soon lead to inflation. Under full employ- 
ment conditions, in other' words, rationalization cannot he eifforced 
merely by increasing consumers’ purchasing power, — ^whether, that 
increase be brought about through wage bargaining or ^ough con- 
sumers’ subsidies. The general method of atimning a ‘deepening 
of capital in’privatdy o-^ed industry, then, is to institute a ^tem of 
price control with the object of exerting pressure on profit margins and 
thus forcing entrepreneurs to seek to maintain their profits by rationali- 
. zation. Otherwise, there only remains the method of State interference 
with the management of private indusc^: compelling severely tmder- 
capitalized industries to re-organize and providing assistance, in special, 
cases, ■with State guamtees, cheap credit; and so forth. In all cases. 
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howe'C^r, difre stands out the gmeral fact that private net investment 
cannot continue for long "without becoming purposeless, unless accom- 
panied by an expansion in consumers’ demand, and that that expansion, ■ 
under conditions of full employment, is not automatically brought 
about. ^ 4 

The new theoy dofes not demonstrate that, by tax .concessions or 
subsidy, it would be possible to maintain full employment though 
maintainin g private investment permanently at boom level. On the ' 
contrary, it demonstrates that private net investment in the long run 
depends for its continuance on an expansion of consumers’ demand. 
It shows, on the other hand, that the -State can achieve and maintain 
full employment irrespective of die volume of private investment — 
by tax'pohcy or deficit finance. It demonstrates, further, that no 
mnitarion is imposed by economic reasoning upon the choice of 
objectives towards which the State might direct its expenditure. To 
suggest that such a limitation exists with regard to loan expenditure 
can only serve to induce the Government to depart from the relevant 
considerations: considerations of social desirability and need. 

We have suggested that the size of the nation ri debt (to the extent 
diat it arises out of the pursuit of a full erMloyment poHcy) is a factor 
causing concern only on account of its influence upon the distribution 
of gross incomes and upon the volume of money tides which it allows 
to accumulate in the hands of a small minority. We must now consider 
the question which immediately suggests itself at this point, namely, 
whemer a large national debt — or for that matter a large accumulation 
of private debt— must not lead to inflation. 

National Debt and Inflation 

The mere existence of money or of money daims does not create 
inflation; only expenditure does. Does the existence of money or of 
money daims in die hands of the public affect expenditure ? 

By far the most important fiictor determining expenditure during 
any given period is the amount of income earned during the preceding 
period. But it is not the only fretbr. A proportion of income is 
currendy saved; a rise* in consumers’ expenditure is always possible 
if they attempt to spend the whole of their previous income. A 
further rise is possible if they attempt to ‘dis-save,’ Le. to finance current 
expenditure out of past accumulations. 

^ There is therefore always a possibility of an inflationary devdop- 
ment. This possibility does not depend upon the existence of past, 
accumulations of money or money tides. It exists in any economy that 
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does not spend the whole of its current income on consuyiptio/. Any 
sudden increase in the propensity to consume spells inflation »n a fully 
employed economy, unless it is compensated by an equivalent decrease 
in die volume of real resources used by the State, The inflationary 
effect of a sudden increase in die average propensity to consume is 
intensified by die strong link wliidi, as stated above^ exists betiWn an 
increase, in consumers’ demand and the private demand for capital 
goods. ' ■ . 

Since an inflationary development can always arise out of an infr^asp 
in the propensity to consume, and since tliis development can take place 
widiout any ‘dis-saving’ taking place, it is clear diat the existence of a 
large national debt, in itself, cannot be. considered an ‘inflationary’ 
ffetor. ~ 

The average propensity to consume is likely to be abnonnallyhigh 
after die war. It would be abnormally liigh even if the war hid been 
financed wholly by taxation and dicre had been no increase in the 
volume of cash in circulation, the volume of deposits, die floating 
debt, or die national debt as a whole. Even if people do not touch their 
wa^-time accumulations and merely insist on spending all dieir current 
income on consumption, private mvestment activity will ausc ui- 
flation. The necessity for war-time controls to be continued for a 
suitable period in peace arises, not out of die existence of past savings 
in a more or less liquid form, but out of an abnormal propensity to 
consume. It must be continued until die propensity to consume and 
die current supply of consumable goods have returned to soniediing 
nearer normality. 

In a normal peace-time economy no pressure is exerted to induce 
people to save, and all such saving as are currendy made are voluntary 
savings in die fullest sense of die word. The act of saving does not leave 
beliind a condition of ‘pent-up demand,’ as it docs in war-time. Some 
individuals, indeed, save widi a definite ‘spending purpose’ in mind: 
they save up for a house, for a holiday, for children’s education, or for 
retirement. But dicre is nothing wliich could lead us to expect diat 
■ they act as a group. That is to say, some of diem will always be saving 
while others arc using their savings. The millions of individuals in 
question each make their separate plan, and die result is a steady stream 
' of expenditure emanating j&oni die group aS a whole. The low-income 
group,' comprising something like So per cent of die population of diis 
country in peace time, in any case 'docs not accumulate any substantial 
amounts of financial daims. Altiiough it accounts for some of die net 
* savings of die community, it is itself die investor of such net savings— 
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investing them'mdnly in durable consumers’ goods, above all: houses. 

WhS; abiJut the savings of the other (say) 20 per cent of the 
population t They enjoy fer larger current incomes per head, and- 
their saviiig habits afe consequenuy somewhat more volatile. Their 
savings are largely of the nature of a residual item: money left oyer 
after dl current needs have been satisfied, if full employment — 
achieved by budget deficits rather than by income re-distribution— 
stabilizes their incomes at a high level, their average propensity to con- 
sume may rise, but there is no reason to suppose that it will be subject 
to sudden fluctuations. And even if there should be some fluctuations, 
aflecting th« group as a whole, these are not likely to be so large as to 
lead to actual dis-saving. It would be fanciful to assume that this group 
would, during one period, save a large proportibn of their income and, 
during the next, not only cease to do any saving out of the same in- 
come, but, in addition, supplement their current consumption by a 
liquidation, of past accumuladohs. The experience of the past, at liMSt, 
suggests nothing of the kind, although this group has always been in 
the possession of considerable financid resources (past savings). 

We conclude, therefore, that consumers’ expenditure in ordinary 
peace-time conditions can be taken as ftirly steady — ^as long as incomes 
are steady. The mere existence of a large amount of negotiable financial 
assets, in itself, is not likely to make it any less steady. Some fluctua- 
tions in the total of consumers’ expenditure there might well be, but 
they will be covered by those parts of current income which are 
normally saved. They can occur even in a society in which the volume 
of negotiable assets is extremely smalL Two c^cs, however, deserve 
mention where this conclusion may have to be' modified. The first 
- relates to expenditure on investment and the second to expenditure 
induced by sudden changes in the value of capital assets. 

Past experience indicates that investment spending, indeed, is 
extreniely irregular. This irregularity has been generally recognized 
as die direct cause of the trade cyde. The question is: Will private 
investment continue to be subject to extreme fluctuations once a full- 
employment pohey has been inaugurated and has stabilized income ’ 
Mr. Kaledd, in the second study, has already given the reasons for 
answering this question in the negative. But even if some irregularity 
remains — e.g. owing to the sudden appearance of new inventions — wiU 
it be made more irregidar by the existence of a large volume of financial 
assets? Will it be greater when the nationd debt is high than when 
it is low? There is no reason to assume that it will. An exception, 
however, may have to be made for investment abroad. The sudden 
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appearance of a Stock Exchange boom in another country may lead 
to sudden movements of speculative capital, and it is at Itast^-ifguable 
that such movements are likely to be larger when investors hold a large 
volume of .easily saleable securities dian when they hold a small volume. 
A control of international capital movements is therefore likely to be 
necessary for this reason; but it is necessary for a great n umb er of other 
reasons in any case.^ • « 

A second case deserving spcdal consideration in this context is that 
of the behaviour of capitalists when there is a sudden appreciation in 
the money value of their holdings. Such capital appreciation may be 
the result of a sudden drop in die long-term rate of interest and will be 
considered later on. At die moment, it is sufficient to note that it may 
have an unsettling effect upon consumers’ expenditure, since it produces 
windfeU profits, not just for single individuals, but for the group as a 
whole. These profits,- aldiough merely ‘on paper,’ i.c. not by way of 
income, may indeed induce an increase in' the propensity to consume 
even to the point of dis-saving. And while this possibility has of course 
always been present in a capitalist society, its importance would be 
greater with a large national debt than with a small one. We shall 
argue later on that a sudden drop in die rate of interest should be 
avoided also for other reasons. 

Barring these two rather special cases, we can find no reason to 
assume that die mere size of the national debt® is a factor of potential 
inflation — as long as the savings represented by die' national debt are 
‘voluntary’ savings in the above-mentioned sense. With reference to 
the supposed danger of inflation there is no discernible limit to the 
intemm debt a community can carry. The statement that the size of 
the national debt ‘does not matter is broadly speaking true. 

Methods of Financing 

Public debt, however, can take various forms. The quantitative 
aspect, wliich has occupied us so fer, is dosdy linked up tvidi the 
qualitative aspect. Even if it be agreed ffiat the mere size of me national 
debt (or, for that matter, the volume of private debt) does not produce 
inflation, can it be shown that inflation may be the'rcsult of the particu- 
lar method of financing employed by the Government i Is it true that, 
for instance, finance through Ways, and Means Advances is more 
‘inflationary’ than finance ^ough ‘floating debt’; that the latter is 

* Cf. pp. 173 ct sell. , , 

* M distinct from the size of the budget deficit which, of course, must be currently adjusted to 
the ‘unclaimed margin’ of real resources. 
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worse, than finance' through long-term loans; and that the worst is 
finance^dhgh the-printing of notes 2 

This Brings us into the field of monetary policy, — a field which is ' 
normally dealt with as something quite apart fiom general economics. 
From what has been said before, however, it should be dear that this 
field, Ske that of Public Finance, is ruled by prindples which are not 
independent, butr merdy a derivation of general economic reasoning. 

It_is outlay — ^pubUc and private tdcen together — ^which is rdevant to 
inflation. Not, of course, outlay all by itsdf; but outlay in rdation to 
potential production. To the extent- that outlay is determined by 
income, the problem of inflation is the problem of the managemdit 
of total income. To the extent that outlay breaks the fetters of income 
— dis-saving or loan expenditure — ^the problem of inflation is connected 
with the problem of the management of money, credit and negotiable 
assets. 

We haves seen above that, in an otherwise stable economy, inflation ■ 
could be produced by the public only through sudden bouts of spend- 
ing on consumption or on investment. But we have found Uttle 
reason to assume that such boiits will actually occur, — at least not as 
long as past savings are predominantly hdd in the form of interest 
bearir^ long-term securities (or ‘equities’). There have always been 
enough negotiable ^sets in private hands to finance such bouts of 
spending; mere has always also existed a margin of savings which 
might have financed diem — and yet they have not occurred. Our 
question at this point is the following: If Government debt should be 
financed to an increasing extent on a short-term basis (or even by the 
creation of cash), or if bmer changes took place which made long-term 
assets more easily convertible into ready cash, — ^would this lead to an 
instability in the spending habits of the community which did not exist 
before? , 

• Let us first take the (^e of changes in financial practice that would 
have the eSect of making long-term assets.easily convertible into cash. 
The way to turn a bond into cash is to sell it. If a Government bond, 

■ i.e.- a bond -t^ch carries no specific risk, cotfld always be sold at the 
purchase price, at a moment’s notice, there would be no point tor any 
saver to hold more than a convenient minimum of his fimds in cash 
or short-term paper, since by putting them into long-term Government 
bonds he could earn, long-term interest without any risk whatever. 
As it is, the prices of Government bonds are not absolutely stablejand 
reliance cannot be placed upon die possibihty of always s elling such 
bonds without loss. Thus there is a risk fiictpr.in holding long-term 
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bonds: the risk of depreciation. The long-term rate of interest is a 
reward mainl y for this risk. ‘ . '' 

Depreciation of Government bonds, .however, means a riie in the. 
rate of interest, and appreciation, a M. Since the only risk incurred in 
holding Government bonds is the risk of depreciation, — ^the risk, diat 
is to say, of a future rise in the rate of interest, — ^we find that thc long- 
term rate of interest is a reward for taking the risk that the long-term 
rate of interest may rise in die future. It follows that a complete 
stabilization of the rate of interest would remove the very risk for the 
taking of which the rate of interest is die reward. 

No Government could confidendy embark upon a policy of main- 
taining full employment by means of deficit spending, unless it were 
certain that the rate of interest was under its own control arid could' 
not be raised against it. The Government, like the investor, is therefore 
interested in developing a financial technique which prevents the rate 
of interest fi'om rising, — ^because any such rise means an increased cost 
of new borrowing to the Government, and a capital depreciation on 
old bonds to the investor. But if the Government succeeds in develop- 
ing such a technique, the very justification of a long-term rate of interest 
disappears, except for the cost and inconvenience-of buying and selling 
Government paper. And not only would the lohg-term rate of interest 
cease to have any justification as a reward for risk-taking; the very 
difference between the liquidity of cash, short-term paper arid long- 
term bonds would tend to disappear, because a money tide that can 
always be sold for cash at a fixed price is almost as good as cash. 

We thus come to the following propositions: 

1. In order to be able s^ely to finance full employment the Govern- 
ment must stabilize^ the long-term rate of interest. 

2 . The stabilization of the long-term rate of interest, as such, iur 
•creases the liquidity of Government bond holders to -practically the 
same extent as if, instead of bonds, they had been accumulating cash or 
deposits. 

3. The stabilization of the long-term rate of interest deprives die 
rate of interest of its principal raiVoM d’ftre. 

4. If propositions i to 3 are correct, the very practice of issuing 
long-term bonds instead of cash would appear to lose its raison d’etre.^ 

^ Against a tise; not necessarily against a &1L 

a In an economy 'with a highly egalitarian distribution of incomes the long-tem rate of 
interest may acquire a new raiion d’etre, namely that of regulating the volume of spontaneous 
satring attainable without either inflatian or deSation. The classical idea of 'reward for waiting,’ 
which has no place under existing conditions, may come into its own again. But even then it 
temrins douhniil in what way savings and the late'of interest arc correlated, — whether a high 
rate is, in fact, an incentive or a dis-incentive to saving. 
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Om:;^rgument seems to drive us to die condusion that budget defidts 
might jVst as well be financed by printing new notes (or by borrowing 
fi:om die Central Bank) which carry no interest as by printing new 
long-term bonds which ca^ interest. But before we jump to any 
condusions let us consider the effect of abolishing — or of suddenly 
redudftg — the long-term rate of interest. 

There are at le&t two pracdcal difficulties, (i) Insurance companies, , 
trust fimds, and other institutions have made contracts with a mrdtitude 
of persons which are based on the assumption that liquid fimds can 
always be invested, without appredable risk, to bring in a few per cent- 
of interest f er annum. If this assumption ceases to be fulfilled, these 
contracts may have to be revised: If they cannot be revised, the com- 
panies will be forced into losses or even into deff ulf. The banking sys- 
tem, too, is adjusted to being able to invest a substantial proportion of 
customers’ deposits in interest bearing securities and to use this income 
partly to cover costs and pardy as a source of profit. A disappearance 
of the rate of interest — or even a sudden reduction of the rate below its 
present level of about 3 per cent (long-term) — ^would necessitate far- 
reaching and often difficult readjustments with a great number of 
finandd institutions. Hiere is no doubt that such adjustments can be 
ihade. The question is rather vfhedier they are worth making, or, 
if diey are, how much time should be allowed for them. 

(2) The second difficulty is of a more serious nature. We have seen 
above that a full employment policy, as such, will stabilize profits at 
something like a boom level. It wiQ gready reduce the risks of business 
and thus the risk element in long-term private investments. The 
normal yield basis of commercial bonds and shares will therefore 
decline, — which is another way of saying that capital values will rise 
to even higher levels than those which boom profits would justify on 
the present yield basis. If, in addition, the yield basis is further reduced 
by an elimination of the rate of interest on Government bonds, capital 
vdues will rise to still higher levels; This applies not only to ‘financial’ 
capital, -r-stocks, shares and bonds.. It applies also to real capital, such 
as houses and land. A sudden reduction or complete disappearance of 
interest' on bonds would afiect the real estate market in a way the 
short-terin results of which are difficult to foretell. • 

These considerations point to the conclusion that any sudden reduc- 
tion of the rate of interest on Government bonds would probably 
create' more difficulties than it solves.. Those who argue that there is 
. no justification for., the Government paying interest for the privilege 
of borrowing the savings which its own spending has created should 
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reflect that die long-term rate is already extremely low; that the 
amount of interest payable on new borrowings is of smalf quyiotative 
importance; and that a sudden reduction in die rate would have after- 
effects upbn die structure of capital values diat are quite out of propor- 
tion to die saving achieved.’ 

But have we not ourselves argued that a stabilization of dic'tate of 
interest would destroy its very justification ? Yes; bnee the financial 
community comes to place absolute reliance in the fact that die rate 
of interest, diough it might foil, \vill certainly never rise (not even after 
a fall), it will no longer wish to hold a substantial volume of short-term 
notes or Treasury Deposit Receipts, but put all funds diat arc not 
needed for day-to-day transactions into long-term Government bonds. 
Sucli a development, however, is not likely to occur for a considerable 
time. The signal for the long-tcnn rate of interest having lost its 
justiftcation would be a widespread attempt on the part of holders of 
short-term paper to c.\changc diis into long-term bonds. If such an 
attempt should be made, die Govcniment would have the choice of 
cidicr letting the long-term rate of interest drop furdicr or of discour- 
aging such a movement from short to long by lening a charge on die 
buying and selling of long-term bonds. The latter course might— in 
die short run — be preferable to die former; it would affect die liquidity 
of bonds and thus make diem less attractive as an investment oppor- 
tunity for short periods. 

But we have yet to answer one question which may be uppermost 
in the minds of diosc who point to die foct diat die rate of interest, 
surely, is determined by the lender rather dian die borrower: How 
can die Govcniment, being die principal borrower, exercise sovereign 
control over die terms on which it is to borrow t 

This control, indeed, is not exercised by the Government in its 
capacity as a borrower. It is exercised by the Government in its 
capacity as controller of the Central Bank. In any given situation, 
die Govcniment, like any other borrower, h.as to accept die terms of 
die ‘market.’ But the Govcniment, unlike any other borrower, can 
alw.iys change die situation of die market. It can always create a 
plethora of cash, or a stringcnc}' of cash. During this war die Treasur)’ 
has developed something like an automatic mechanism for diis pur- 
pose. Long-term bonds of various maturity dates, at a stable rate of 
2^ to 3 per cent, arc no longer ‘placed’ in prc-dctcrmincd amounts: 
dicy arc sold ‘on t.ip.’ Assume that the Govcniment wishes to spend 
,^1,000 million beyond its revenue. If subscriptions to the ‘rap’ issue , 
amount to only (say) ;/(j500 million, die rest is financed pardy by 
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Treasviry Bills , and Deposit Receipts and pardy by Ways and Mean: 
Advaiito. ^us the market itself is able -to decide in which form il 
holds tne savings which the Government’s deficit expenditure has 
brought into existence. With this technique, the long-term rate of 
interest can he kept absolutely stable.^ 

Let «s assume diat.this method is maintained in a full employment 
economy. The budget deficit,- let it be remembered, is nothing more 
^b an an offset to private savings which would otherwise find no offset, 
so that a depression would ensue. The fimds, therefore, which the 
Government requires for its defidt are, so to speak, potentially idle 
in the hands of the pubUc. Now, the pubHc wishes to hold- them in 
four different forms: in cash, in .bank deposits, in short-term paper, 
or in bonds. Its preference -is determined by a number of different 
factors. First, its preference for cash and deposits is determined by the 
volume of business, taking into account the level of prices, in short, by 
‘turnover.! Once full employment has been reached and prices are 
kept stable, ‘turnover’ has reached its maximum (for the time being). 
The preference for cash and deposits has also reached its temporary 
maidm um , and there is no reason to suppose that the community, would 
wish to hold more than a small fi:action of its newly accruing sayings 
in the form of additional cash deposits. The demand for these, in other 
words, becomes satiated; practically all savings accruing thereafter 
must go into either short-term or long-term paper. Secondly, what 
determines the division between short-term and long-term ? Since the 
latter earn a higher rate of interest than the former, they would attract 
all new savings if it were not for the afore-mentioned risk of capital 
depreciation. This risk, as we have seen, consists in the danger of the 
long-term rate of interest being allowed to rise. If the method of 
issuing long-term bonds ‘on^tap’ becomes firmly established, at a fixed 
rate of interest, this risk disappears, and there wiU be a tendency for all 
available funds to go into long-term.® But as long as some xmeertainty 
as -to a possible rise in the future long-term rate persists, financial 
institutions and business firms will tend to maintain some sort of 
proportion between their short-term and long-term holdings, and will 
adjust their subscriptions to tap loans accordmglyi The floating debt, 
consequendy, will rise in a certain proportion with the long-term debt. 

The appUadon of diis technique does not depend on the Government incuning a deficit- 
If subscriptions to the long-term 'tap' exceed .the amount the Government tvishes to raise, this 
is an indicadon that the long-term rate of interest can be allowed to drop. If the price of long- 
term bonds tends to &1], die Government can always buy such bonds and finance itself by Ways . 
and Means advances. 

t This tendency might even become a rush, if the rate is firmly ^ected to fall, since every &11 ' 
in the rate entails a wind&ll profit for - the holders of old bonds. 
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The RSle of the Banks 

So far wc have pushed ahead with our argument widiou/ making 
any mention of die fact diat Government bonds and short-term paper 
may he held by die banks. Docs not diis fact change the whole picture 2 
Do not die banks ‘create credit,’ which they place at the dispose of the , 
Government, and is it not objccdonablc that they should cam interest 
on sqmcdiing die creation of which costs them nodiing 2 These, and 
many similar, questions arc so &cqucndy raised to-day that a discussion 
of the place of banks in our economy becomes necessary. 

What is die function of the banks 2 , • 

First of all, it should be made dear that throughout this paper we 
have treated the Central Bank as a part of die Govcrriincnt machine. 
We cannot here enter into a discussion of whether or not this de facto 
position of die Bank of England should be formalized by a. change in 
its de jure position. In the following, tve arc concerned only with 
banks odier than die Central BanL 

Their function is a double one: to manu&cturc liquidity and to store 
liquid funds. They do diis by interposing themselves between debtor 
and‘crcditor. A glance at a bank’s balance sheet will confirm this view. 

The biggest iteni on die liability side is ‘deposits.’ These deposits arc 
past savings of die deposit holder liimsclf or the proceeds of funds the 
deposit holder himself has borrowed. For die deposit holder, they arc . 
an equivalent to cash — merely a more convenient way. of holding 
cash. On the asset side of die bank’s balance sheet, w'c find diat the 
biggest item is ‘invcsmicnts’ and ‘Advances.’ Actual cash is only a 
smdl item, normally equivalent to lo per cent of total deposits. What 
does this mean 2 It means that each individual bank accepts ‘money’ 
wliicli die public cares to deposit wddi it, keeps lo per cent of such 
‘money’ as a ‘reserve’ against die deposit thus created, and employs 
90 per cent of it on making advances to industr)' or purchasing long- 
term or short-term securities. Thus, whenever a bank accepts ‘money’ 
into a deposit, it acts as a mere ‘doak room’ for 10 per cent of it, but 
accepts a banker’s risk by lending out the remaining 90 per cent It 
gives a promise to its creditor (the depositor) diat he may withdraw 
his deposit whenever he pleases, but docs not extract a similar promise 
from its debtor (die business man, who receives a bank loan, or the 
firm or Government wiiose securities the bank has purchased) to repay 
his debt on demand. The bank, therefore, takes die risk of becoming 
. illiquid — ^if its creditor should demand cash wliile its debtor cannot 
be called upon to furnish cash. As a reward for taking this risk, die 
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bank qams ^terest on its investments in exactly the same way as any 
person\i the possession of cash — ^whether his own or somebody dse’s — 
earns interest' when he foregoes his liquidity and safety and puts such 
funds into a less liquid form. If there were no banks, the savers in the 
community would have to deal direcdy with those who intended to 
borrow; as. most of the latter would want to have money for a definite 
(or indefinite) pftiod, most of the former would have to part with the 
control over their .money for a" definite (or indefinite) period. Such 
direct transactions, of course, take place. Normally, however, the 
banks enable savers (i.e. their depositors) to keep their funds in a liquid 
and riskless" form, while, at the same time enabling borrowers to obtain 
funds for a definite (or indefinite) period. This is the traditional func- 
tion of banking; the creation of additional Hquidity. 

Yet, although this function is extremely simple and clear-cut, it is 
all too often misunderstood. The misunderstandings arise from the 
fact that while -each individual hank never do^ more than lend out 
90 per cent of what it has received from its depositors, the banking 
.system as a whole can lend out nine times as much as any new cash it 
may receive. The explanation of this paradox is simple^ When 
j^^ioo of new cash are deposited, the b^, as stated above, keeps 
j(]io in reserve and lends out ^90. But these ^90 find their way bade 
into the banking system and reappear as a new’ deposit with Bank 
No. 2. ^9, are now put into the cash reservc,^and ,^81 are lent out, 
etc., etc.^ The final result of this process is that cash reserves increase 
by ;£ioo; investments and advances increase by ;,^900, and deposits 
increase by ^i',ooo. The .banks expand 'torf; sides of their balance sheet 
by j(^iiooo. This process is normaUy called an ‘expansion of credit.’ • 

It m^ht be well to emphasize three points in connection with such 
an ‘expansion of credit.’ Firsdy, since the banks themselves cannot 
create new cash, their abihty to expand credit is determined by 'the 
agency which does control the creation of new cash, i.e. the Central 
Bank. Secondly, the banks’ ability to expand credit depends, in addi- 
tion, upon the willingness of the public to hold their ‘money’ in the 
form of deposits. If, for some reason, the,public should prefer to hoard 
notes rather than h'old deposits, the power of the banks to ‘expand 
credit’ is destroyed.- -Thirdly, the ability of expanding, in favourable 

‘ The form^a for this geometric progression is as .follows: 
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circumstances, both sides of the balance sheet, is inherent in all business 
and is not a special privilege'enjoyed by the banks. f 

It should hardly be necessary to emphasize that a ‘creation of credit’ 

by the banks is something entirely and fiindamenially different from 
a ‘ ■ ^ ’ 1 .1 ^ 

it 
m 

the prerogative of creating money and tiiat this prerogative should 
be recaptured by die State. 

It is quite true that the profits of banking may increase when the 
State, by providing a larger cash basis, enables the banking system to 
expand both sides of its balance sheet. ‘But if the State 'does nothing 
else but increase the cash basis, any consequent increase in the profits 
of banking is likely to be short-lived, because the increased liquidity 
of the banking system depressa interest rates and thus, while allowing • 
an eicpansion of the hanks’ portfolio, depresses the average rate .of 
earning obtainable on their investmrats. If, however, the State does 
more than merely increase the cash basis of the banking system: if it 
raises- the National Income by means of a budget deficit, then the 
profits of all private enterprise iiicrease, not only those of banking. 
Those who, maintain that there is no justification in the profits of 
banking increasing as a result of State action should be consistent and 
apply meir criticism also to the increase in the 'profits of other enter:- 
prises. If the rise in the NarionaJ Income is hrou^t about by State 
expendihire, it is .possible to argue that all the resultant profits should, 
belong to the State. But it is not possible to argue that only the 
resultant profits of the banking sptem should belong to the State. 

The part played by the banks 'in our economic system is one . of 
severely limited significance. The'banks can create credit only when 
the Central Bank allows them to' do so. They cannot, by themselves, 
create additional savings or a rise in the National Income. They can 
only assist. Savings and the National Income rise only if somebody 
outside the banking system — a private citizen or the State — ^is prepared ‘ 
to spend. If no one is prepared to do any additional spending, the 
banks — ^no matter how large a cash basis is. provided for them — cannot 
do more than reduce the rate of interest, which, unless accompanied by 
a proportionate increase in their interest-bearing assets, leads to a fall 
in ‘their income. . • 

Why should the Govermnent have to pay interest on its borro-wings 
from- die banks This is a question which agitates many.minds. The ■ 


creation or incomes unaertaxen oy me Lrovemment. 

Since the Cratral Bank controls the cash basis of the banking system, 
controls the private banks’ ability to ‘create’ credit. ^There is no sense 
saying — as is often being said to-day — thatthe banks have ‘usurped’ 
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answer becomes simple if we look at the matter as follows: A budget 
deficit ^pUfes that the Government has spent beyond its revenue. It 
has purchased goods and services (or enabled — say-^ld-age pensioners 
to purchase goods and services) against an IQU. These instruments 
of indebtedness must take the particular form which those who have 
supplied goods .and services against an lOU (ultimately: the ‘savers’) 
wish Aem to take. If they want to hold them in Bank of England 
notes, notes must be printed; if they wish to hold them in short-term 
paper or long-term bonds, such paper of bonds must be printed. But 
they may not want to hold all of fheni in any of these forms. They 
may — and are indeed likely to — ^want to hold some of theit savings 'in 
a form which is as safe and as liquid as Bank^of England notes, but at 
the same time llliore convenient: deposits with a bank. In that case the 
banks step in and satisfy this demand. They take some of the lOU’s 
of the Government and give to the real creditor of the Government a 
deposit in exchange. They do this because, although it involves them 
in a risk, it enables them to make a profit. This is a perfecdy legitimate 
procedure. 

It nflght, of course, be argued that banks should not be allowed to 
use the funds deposited with them by their customers for the purchase 
of Government bonds. They inight be forced to hold non-interest 
bearing Government paper, i.e. currency notes or Bank of England 
deposits, instead. This would mean to single out the b anks for dis- 
criminatory treatment, depriving them of a right which everybody 
dse in this society enjoys : namely the right of any one to choose fireely 
the form in which he wishes to hold die funds for which hp is responsi- 
ble. It would have to be shown why it is equitable, desirable, or indeed 
necessary to inake such a discriminatory arrangement. 

Bank profits, as we have seen, can rise only if the State allows the 
rate of interest to rise — ^fot which there is no justification, or if the 
National Income expands. With a stable rate of interest, the volume of 
deposits — and thus the size of' the banks’ interest earning assets— 5 s 
determined by total turnover, i.e. the level of output and the levd of 
prices. Once both become stabilized, deposits cease to expand except 
with the secular trend. Bank holdiiigs of Government paper will then 
alsci expand only with the secular trend. The real savers, i.e. the public, 
will find their demand for cash and deposits satiated and will put their 
current savings directTy into short-tenri or long-term Government 
paper, without.needing the interposition of the banks. The banks, as 
nianufocturers of liquidity, will obtain no additional business and will 
expand thek balance sheet no further, once die public’s need for 
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deposits has become satiated. They, like private business in- general, 
will then depend upon, the secular trend for any further txpjfoion of 
their balance sheet. 

Methods of Finance — Concluded 

After this d^ression, we can now return to our ipain problem. If 
Government expenditure bbyoiid revenue '(deficit spending) is neces-, 
sary for the maintenance of full employment— is one method of 
finan cing such deficits more ‘inflationary’ than.another ’ We' can now 
say that this question is wrongly put. The particular method 
employed should be adjusted to the preferences of the Government’s 
creditors. The deficit itself create the savings necessary for it. As long ' 
as these savings are purely voluntary savings — in the sense .that they 
are a residue remaining after, all individual consumers’ lyishes have 
been satisfied — they do not represent ‘pent-up’ demand and, barring 
some special cases, are not'lihely to lead to sudden bursts of spending, 
either on consumption or on investment. If the Govemmait refused 
to give the savers what they wanted— if it insisted on financing the 
de&nt exclusively by the issue of long-term loans— it would drive up 
the rate of interest to no purpose." .l£ it insisted (for the purpose of 
keeping interest charges' low) on financing the deficit mainly by Ways 
and Means Advances, it would so increase die cash-basis of the banking 
system as to produce a sudden break in the structure of interest rates— 
with consequent efiects upon capital values which we have .already 
discussed. Neither of these courses is desirable. .Neither possesses any 
meriri The present long-term rate of interest is, for the time being; a 
convenient rate. Dearer money would only do damage to private 
investment activity; ultra-cheap money, suddenly introduced, would 
only do damage to the structure of capital values, and might lead to an 
inflationary (and socially undesirable) increase in luxury ei^enditure. 
The financial technique, as evolved under war-time conditions, is 
ideall^r suited for a" M employment econoiny. Both long-term and 
short-term Government paper should continue .to be offered ‘on tap, 
and any bd'ance not covered by subscription to the tap issues, made up 
by Ways and Means Advances. It is not necessary to apply force or 
persuasion to the banks or to the public with a view to getting higher 
tap subscriptions than are spontmeously forthcoming. Only if there 
should develop a tendency towards converting a large part of the 
existing floating debt into, long-term bonds, might it be advisable 
to let the rate of interest drop or to introduce an artificial margin'’ 
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between the buying and the selling price of long-term bonds, — a 
margm>analAgous to the ‘gold points' under the old Gold Standard. 

The time has passed when it might have been possible to control 
private investment activity by variations in the rate of interest. If a 
sudden investment boom or a sadden rush of consumers’ baying 
should»develop owing to the appearance of altogether abnormal con- 
ditions, the inflati0n thus threatening ought not to be counteracted fi:om 
die side of money. A rising rate of interest or a policy of monetary 
deflation (reducing the cash basis of the banking system) would* have 
litde effect if pursued hesitandy and would do great damage if pursued 
vigorously. •Inflation must be counteracted by heavy progressive taxa- 
tion or even more direct methods — rationing and direct control of 
materials. Suclf measures will then be justified by the emergency which 
has produced the necessity for them. They need not be contemplated 
in the economics of stable full employment. 

BUDGETING FOR FUIX EMPIOYMENT 
The New Economics demonstrates that it is within the power of any 
Government of a well-organized modem society to ensure a full 
utilization of resources. This power rests upon two traditional J)re- 
rogatives of Government: first, to commandeer part of the income of 
citizens and.fo spend the proceeds of taxation, and, second, to print 
lOU’s of whatever kind the citizens may desire to hold as a vdiide 
of their savings. This second prerogative derives its importance from 
the fact that one kind of governmental lOU, namely currency notes, 
are legal tender in Lawand generally accepted ‘money’ in Custom. 

Either One of these prerogatives may be employed for the purpose 
of a full employment policy. Such a policy, in other words, may rely 
exclusively or primarily upon ‘redistributive’ taxation, or it may (with 
any given level and structure of taxation) rely exclusively or primarily 
upon budget deficits financed in the way described above. 

Either policy, while feasible in itself, possesses certain disadvantages. 
Redistributive taxation, designed to impinge heavily upon private 
savings, tends to create economic motives which lead to considerable 
waste and to weaken economic incentives upon whidh a private enter- 
prise economy depends. Budget deficits, designed to ‘mop up’ private 
savings (which, if not ‘mopped up,’ would not come into existence 
and would express Aemselves in unemploymoit), tend to aggravate 
the mal-distribution of incomes and of private wealth and tiius to 
enhance the very need for redistributive taxation later on. 

Either policy alone, and particularly a mixture of both policies 
I 
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together, can he applied so as to lead to full employment, but neither 
policy, nor even the mixture of the two, is likely to be fully satisfactory 
unless the underlying problem is solved: the problem out of which most 
of the other difficulties arise— the distribution of incomes.^. 

The New Economics demonstrates hot only diat the level of em- 
ployment is within the power of the Government to control, but also 
that the rate of interest is within its control and that^the ‘euthanasia of 
the rentier,’ of which Lord Keynes spoke — at least the euthanasia of 
the rentier who bears no risk— can be brought about even before 
capital equipment ceases to he scarce. 

An application of the New Economics, therefore, wotJd have far- 
reaching consequences, socially as well as economically. There is no 
necessity that it should impinge upon the freedom of the individual. 
Governments used their power to tax before the advent of the New 
Economics, and they also used dbeir power to borrow. The departure 
suggested now is that they should use both these powers under the 
guidance of a new set of rules. The new rules, in j&ct, give them a 
greater freedom of choice than they had previously drought to 
possess. But strict rules nevertheless remain. 

The first rule is that the Government should reconsider the estab- 
lished system of taxation and distinguish between the different taxes 
as to their effect upon private consumption, private investment and 
private savings. This 'svUl bring to light die effect of taxation upon the 
size of the ‘unclaimed margin’ (which is indicated by the volume of 
unemployment). 

The second rule is that the Government should use taxation for the • 
purpose of altering the size of the ‘unclaimed margin’ — ^increasing it 
if there arc communal needs exceeding die available margm that pos- 
sess a higher sodal priority than needs satisfied by private expenditure; 
and decreasing it if the resources required to satisfy communal needs 
of high social priority arc smaller dian this margm of (otherwise) 
unused resources. 

The third rule is that, whatever margin remains after the decisions 
under the second rule have been taken, the Government should 
mobilize these (otherwise) idle resources and claim them for its own 
communal purposes by means of deficit finance. 

This policy necessitates a new conception of the budget. The tra- 
ditional budget is built up on a conception of Revenue and Expenditure 
which is largely accidental and primarily legal. The new budget must 
be built up on an economic conception of Revenue and Expenditure., 

' ' C£ pp. 92 et leq. 
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Revenue, in other words, should comprise all payments made to the 
Central 'Govtmment, to Local Government, or to any Govemmrat 
Fund. It comprises the profits of Government-owned’ enterprises as 
well as ordinary taxes, the income of tmemplo)mient and pension funds 
as well as local rates. Only pure transfer payments should be separated, 
i.e. payments made in purchase of a Government-owned asset or of an 
lOU issued by the Government or any of its branches. Expenditure, 
at the same time, counts as economic expenditure only to the extent 
that it is incurred in payment for current goods and services. Regular 
transfer payments to pensioners, creditors, etc., must be excluded 
because mey'do not (in the fint instance) constitute a claim on real 
resources. Irregular transfer payments, i.e. payments made in purchase 
of privately o-wiled assets or of lOU (wheier private or public) do 
not count as economic expenditure. 

We can now see how Public Finance can be fitted into the general 
fi-amework. It is necessary, first, to estimate the volume of total outlay 
required to reach full employment; once this figure has been obtained, 
it is possible to estimate ie volume of private ouday on consumption 
and investment likely to be forthcoming under conditions of full 
employment and a full National Income, assuming any given level and 
structure of taxation. Next, an estimate is made of essential or desirable 
State c^enditure. State ouday, added on to private ouday, must 
result in a total commensurate with full employment. If there is an 
excess — ^an ‘inflationary gap’ — taxes falling mainly on consumption 
must be increased or State ouday reduced. ' If there is a deficiency— a 
‘deflationary gap’ — taxes felling mainly on consumption must be re- 
duced or State liuday increased. The coihparison between State 
revenue and State ouday then shows either a budget surplus or a budget 
deficit. The surplus or the defidt can he increased or decreased by 
altering taxes which fell primarily on savings.^ An increase of such 
taxes increases the surplus or reduces the defidt. A decrease of such 
taxes reduces the surplus or inaeases the defidt. 

It follows that there are two main sets of decisions that have to be 
taken: economic decisions, concerned ■with managing the size of the 
National Income and the distribution of real resources between the 
Government and the dtizens; and financial decisions, concerned with 
the increase or decrease of the national debt and with the rate of 
interest The variable and controllable factor as regards the economic 
decisions is taxes reducing, consumption and private investment; the 
variable and controllable fector as regards the financial decisions is taxes 

' ^ Or capital taxes imposed on the on-ncis of wealth without regard to current incoine. 
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reducing private savings. Assuming that there is agreement '-with 
regard to die economic decisions, there remains a clfcice between 
‘orthodox’ budgetary policy, involving high taxation on all' incomes^ 
out of which savings are likely to' be made, and ‘unorthodox’ finanr^ 
involving a rise in die national debt. Since all taxes impinge partiy on 
savings .and p^dy bn consumption — ^although to a varying degree— 
the economic and the financial dedsions interact one upon the other. 
Taxes imposed for financial reasons, i.e. so as to avoid ‘unorthodox’ 
finance, must yield a larger revenue than die amount of the deficit they 
are deseed to abolish, the excess being used to increase State expendi- 
ture. A reduction of taxes undertaken for economic reasons, on the 
other hand, must be accompanied by a smaller decrease in State 
expenditure than the amount of taxes remitted. ' 

In conclusion, we niay list the various elements of Public Finance as 
they affect the volume of employment: 

Factors of Increase — i. Expenditure of revenue derived firom fimds 
wHch, in the absence of taxation, would have 
been saved. 

2. Expenditure of borrowed fimds. 

Fdttors of Decrease — ^3. Use of tax revenue (impinging on consump- 
tion) for repayment of debt. 

Neutral Factors— 4. Expenditure of revenue derived firom fimds 

. which, in the absence of taxation, would have 
• been spent on private consumption or invest- ’ 

ment 

5. Use of tax revenue impinging on savings for • 
repayment of debt, provided private invest- 
ment is not affected. 

Assuming that full employment is maintained, we can make a similar 
list of factors as regards tiieir effect on the national debt: 

Factors of Increase — i. Reduction of taxes falling on savings. 

Factors of Decrease— 2. Increase of taxes filling on savings. 

Neutral Factors — 3. Increase or reduction of taxes filling purely 

on consumption. 

Again assuming that full employment is maintained, we can say 
that, given the gross distribution of incomes and the propensity to 
consume, every tax that reduces private outlay necessitates— to that 
extent — an increase in State expenditure; every tax that reduces private 
sa-vings reduces — ^to that extent— die budget deficit or increases the 

* Dae provision being nude for tbe nuintenaniie of the incentive to invest by ‘modi^g* 
income tax. 
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budget surplus. Those who want the smallest possible budget, must 
plead for .the abohtion of taxes impinging most heavily on the poor, 
whose propensity to consume is high. Those who want the smallest 
possible budget deficit — compatible with full employment — ^must plead 
for an increase of taxes fiilling most heavily on the rich, whose pro- 
pensity lo save is high. Those who want the State substantially to 
expand the scope'of its own spending may plead for a high level of 
both. 
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THE INTERNATIONAL ASPECTS OF 
FULL EMPLOYMENT 
by T. Bahgh 

I. THE NATURE OF THE PROBLEM 

I N the previous studies the problem was considered of how to aeate 
and maintain conditions in whidi the resources of a dosed economic 
system would be both fully and effidcndy employed^ We must now 
turn to analyse the consequences and implications of the fact that the 
world economy is not a homogeneous system. It is, and will in the 
foreseeable future remain, a congeries of some scores of sovereign 
national or regional units of widdy difierent economic, sodal and 
political constitution, at widdy dmerent stages of economic and 
technical devdopment. It does not possess common executive organs 
which can evolve and pursue a coherent economic policy m order to 
solve the problem under discussion: even if all units had identical views 
about the broad character of the common policy to be adopted. 

The dassical theory of fordgn trade was based on an economic modd 
which was supposed to function automatically in response to changes 
in demand and supply acting dirough &ee markets on the profit 
motive. Under its assumptions, foreign trade does not in essence 
differ from inter-regional trade. In that system ex hypothesi no con- 
sdous policy is needed; in that system any Government ‘interference’ 
with ‘unseen’ economic forces of adjustment is assumed to result in 
economic malaise only. Given these assumptions, the economic con- 
sequence of the existence of national units was taken to amount to no 
more than that divergences in economic changes were more marked, 
the rdarive immobility of fectors, espedally of labour, greater, and 
differences in productivity resulting from the uneven geographical 
international distribution of resources larger between, than within 
any one of the national units. It may be objected that the ‘dassical’ 
theory recognized the difference in monetary adjustment between and 
within countries and evolved the analysis of gold movements. This is 
undoubtedly correct But on the gold coin standard identical gold 
movements take place between and within countries. The establish- 
ment of Central -Banks must, from the ‘Liberal’ point of view, be 
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regarded logically as die first step to ‘State interferpce.’ The really 
logical foUo^vers of that school, of whom Professor Mises- may be 
mentioned, in fact advocate ‘free banking’ linked by gold automatism. 

As soon as it is recognized that' the community orgaiiized as a State 
can, and in certain cases must, take conscious action to secure the 
optimum exploitation of its natural resources and manpower, the scope 
of the study of«intemational economics is completely altered. Tlie 
non-existence of appropriate world organizations and executive organs 
iihmediatcly raises new problems: the scope of international, as con- 
trasted with national, problems most then be defined as embracing 
that field of economic activity in which appropriate executive action 
cannot be taken without affecting relations with economic units over 
which the exetfutive taking' the action has no constitutional regulative 
or coercive power.^ ' 

The strength of the challenge of so-called ‘Liberal Internationalism’ 
is derived from this feet. Its slogans are clear-cut and decidedly attrac- 
tive: the abstention of states from entering into commercial quarrels; 
the refusal to use sovereign power to grant privileges to private people 
by way of the iimumerable methods of protectionism; the clear dis- 
tinction between profits and politics — a priori must appeal to aU who 
wish to further international amity and general progress. The argu- 
ment that nations should be so closely knit by commercial ties toat 
each should be unable by itself to lift the sword sounds more than 
plausible to a generation which has become sceptical about the efficacy 
of formal pacts in preventing hostilities. Free economy and fiee trade, 
however, may mean — and in the inter-war period have meant — econo- 
mic dependence and insecurity for the majority of the population and a 
standard of life well below the potentid level corresponding to the 
increase in productivity. If considered in this light, the moral precepts 
of the Liberals, hqwever attractive at first, appear somewhat artificial 
and false. 

In the present essay an attempt will be made to analyse: first, the 
conditions in which full employment can be maintained in a world 
economic system consisting of different national units following diver- 
gent economic policies; secondly, the methods available to a single 
country to enable her to pursue a policy of full employment if die 
prerequisites- of an international 'full employment policy cannot be 
attained. . » 

* These economic units might therefotc either passively comply with the regulation or induce 
another equally sovereign executive to take retalutoiy steps. ' 
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II. FULL EMPLOYMENT AND TH:^ 
INTER-NATIONAL BALANCE OF PAYMENTS 

The international balance of payments of any country can be un- 
balanced for two kinds of reasons. The disequilibrium might, tint, 
be due to the failure of other countries to maintain ‘full employment’ 
effective demand; or to its own failure to do so whila others mainfaiTi 
such demand; or finally to its own efforts to secure fiiU employment 
when others fail to do so. We shall call active or passive bdances 
which are due to this cause ‘derived balances.’ Balances whidi would 
persist in spite of ' all countries ha'ving attained full employment- 
balances which were the sole object of analysis under classical 
assumptions— we .shall denominate ‘spontaneous balances.’ It is not 
necessary to point out that actually recorded balances are composed of 
both elements. Any action, moreover, taken to adjust suti actual 
balances will have repercussions which will, in all probabiHty, change 
not only the magnitude of the balance but also its composition. 

Derived active or passive balances of international payments. Derived 
balance due to slumps abroad 

Let us start firom a position in which all countries are fully employed 
and there is equilibrium jn the balance of payments. We understand 
under this term the position in which the short-term capital position, 
i.e. the hquid reserve, of a Country is unchanging; any long-term 
borrowing, however, is offset by an increase in the productive capacity 
of the coimtry/ If we now suppose that a slump starts in any one 
country, all other' countries will immediately, be affected — and this 
in two ways. With jiome demand sagging, industries of the depressed 

^ A coimtry may succeed in maintaining its current account in balance and still be losing in 
liquidity, e.g. if the expected rate of profit is more favourable in other countries, and thus 
long-term capital is exported while borrowing at short-term takes place. In this case, the liquidity 
position having undergone a deterioration in spite of the balance in current account, in the long 
run forces are set in motion to check the condmiance of the process. Acyustments can be 
undertaken otdy by disequilibtating the current account or by preventing the export of capital 
This concept must be ufierentiat^ of course, fiom the capacity to pay of a country which 
will also depend on the policy of other countries. Should the creditor be unwilling to pursue an 
employment policy which permits payment fi.e. the maintenance of over-full employment 
demand in the cteutor country) the capacity to pay of the debtor vanishes. Our definidon is 
tmsymmetiical in the sense that equilibrium cannot be said to exist if the country is getting 
potentially poorer, but only if it gets potendally richer. This formal blemish is, however, 
good conunon sense. The existence of capital claims abroad will, in a fixe system, result in 
market imperfecdons in favour of the creditor. If, on the other hani control over foreign trade 
and paymmts is maintained the advantage wih be in iavour of die debtor. Ihese impenecdons 
may in their turn change the terms of trade in subsequent periods. A short-term balance of the 
current account can obviously not be taken by itself as indicadon of Icmg-run equilibtium. Uncte 
our definidons short-term equilibrium may co-exist with an intermediate and long-term £s- 
equilibrium. 
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country will increase their sales pressure abroad (after a time probably 
aided by a Sll in money W£^es). The fall in eflfective demand in the 
depressed coxmtry will, secondly, mean a fall of its demand for foreign 
products. Thus die balances of payments of all countries will be thrown 
out of equilibrium by the slump, even if they had balanced before its 
occurrehce. The depressed country will improve its balance: all others 
not immediatelyftffected by the slump will experience a worsening. 

Two consequences follow: first, if the deficit countries do not in- 
crease their home demand, the depression will automatically spread. A 
deficiency in the balance of payments is equivalent to a ftll in demand, 
because relatively more goods are bought ftom abroad whose pro- 
duction does not create incomes at home, and/or relatively fewer 
home-produce<f goods, whose production would have created incomes, 
will be exported.^ If, in order to stabilize employment at home, the 
deficiency in eficctive demand caused by the slump in foreign demand 
is oftset by an expansion of home demand, while the slump abroad 
continues, this will mean a further worsening of the balance of trade. 

If the deficit countries possess sufficient liquid reserves, they may be 
willing and able to tolerate the deficit without taking steps to restpre 
the b Jance. If the depressed country is more or less of a size similar 
to that of the other countries; if thchquid reserves of the world are 
more or less equally distributed; and if the forces of expansion in the 
rest of the world are strong enough to offset the fall in the worid 
efiective .demand due to the slump in any one country, the export 
surplus acquired by the depressed country may be sufficient to 
overcome the original disequilibrating force, the export surplus 
having'replaced the original fall in home investment (or consump- 
tion). If, however, the depressed 'country represente an important 
fraction of the effective money demand of the world, and/or if the 
hquid reserves of the world economy are not spread evenly among 
all countries but are concentrated in a country which is liable to spas- 
moffic deep depressions and is unable to achieve such internal con- 
ditions and international economic relations in which it would 
periodically disgorge the Hquid reserves accumulated in slumps, then a 
deflationary bias .vml be imparted to the whole world economy. In 
that case other countries will not in the longer run be able to tolerate 
a loss of liquid reserves. 

But if the deficit countries take measures to prevent the worsening 
of their balance of trade this must, for the same reasons, aggravate the 

^ The slump in demand will have a dispiopottionate efiect, for the apprehension caused by it 
will immediately curtaS expenditure. It start a secondary deflationary spiral. 



130 The Economics of Full Employmaii 

slump in the country where it started, since it was the growth in its 
foreign balance which had initially mitigated the fall in effective 
demand.^ A grave, danger arises, rhoreover, that each co untr y be- 
cause it possesses only liinited liquid reserves, will try to remedy the 
diminution of external ' den^d, not by measures incrfaring hom e 
demand, but by operating on the foreign balance, by cutting imports 
and stimulatii^ exports. This beggar-niy-neighbcur policy® wiU 
^tend the area of deflationary pressure to, more and more countries 
and will reduce the maximum scope of the international division of 
labour at full employment. Yet because retaliation will follow with a 
decreasing lag as the slump deepens, such measures will'fiifl to increase 
the actual employment in’ any one country appreciably at any given 
moment.® ’ - ' ‘ 

. Derived balance due to full employment policy 

An attempt to achieve full employment at home presents to some 
extent identical problems. The country — which might be supposed to 
be in short run and intermediate equilibrium — by increasing its own 
effective demand will tend to export less and import more lhanhithertd. 
Unless other countries foil in with the new policy the country attempt- 
ing to pursue it will be forced cither to desist, or to increase its degree of 
sdf-suffidency, or to borrow from abroad. 

An attempt to increase employment accompanied by increasing self- 
sufficiency would, of course, not represent a beggar-my-nci^bour 
policy because the absolute fordgn demand of the country would re- 
main unchanged (or might even increase) even though the ratio of its 
foreign to its total demand would decrease. But while in the short run 
this attempt would be justified, as it would increase real income, and 
while no retaliation ought to be. feared, as increased protection in these 
-circumstances (and other things’ being equal) would not involve a net 
increase of imemployment abroad,* the potential, maximum real in- 
come attainable if stable full employment were achieved all round without 
protection would be higher. 

^ As would also the origination of an ‘autonomous’ dump in the deficit countries through die 
shock to'expectadons. The 'sp illin g* over of the deflation to die other country will cause more 
or less.'automatic’ unemployment in the world system. The shock caused by diis defladonaiy 
impact and the secondary autonomous unemployment caused by it might be guandcadvriy more 
important than the primary derived unemployment . 

• * Cf. Mrs. Joan Robinson, fssays in the Theory ofEmploymaO, p. 210 etsej. 

> In the great depression Britain was for some time faced with countries which were by their 
financial prejudice prevented from retaliadon, 

* It might, however, involve a shift of the demand of the fiill employment country for foreign 
exports, hence of employment &om one foreign country to another as the greater autaricy 
results in an increase of import demand for certain (primary) products while it leads to the fill 
' in demand for others. Bven such shift of demand might thorare result in retaliadon. 
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Autonomous Jlisequilihrinm and the prevention of inflation 

Deficiencies and surpluses in the current balance of payments might 
occur even if all countries pursued full employment poudes. Such a 
defidency -will represent a primary net ‘expansionist,’ and a surplus 
a prinlary net ‘contractive’ influence in the world system. The defidt 
country derives* an import surplus firom other countries, i.e. recdves 
&om them part of the fiuits of their current productive effort. Three 
possible cases should be distinguished: 

(i) If the m^tenance of M employment is the policy of each of 
the membd: countries of the world economic system such defidts must 
be cancelled by a surplus which represents a voluntary reduction of 
effective demand (saving) in the creditor countries. 

(ii) .Ifit is not accompanied by such voluntary reduction, correspond- 
ing to ronsdously plaimedloans, the sp illin g over of the effective demand 
of the ‘inflating’ (defidt) country (on the basis of its gold reserves or of 
excessive loans) result in true inflation in the surplhs countries and 
in an involuntary fall in their available home real income. The inflating 
' (defidt) country, by using its accumulated reserves, will compete with 

. the home consumers of die (fully employed) surplus country for its 
home supplies, and by bidding for its own exports reduce the suppHes 
available to the surplus' country. 

(iii) The export surpluses at full employment might represent the 
servidng or repayment of fordgn loans. The defidt then is the means 
by whi^ payment is effected and must be accompanied by a decrease 
of die effective home demand of the repaying, and an increase in 
effective demand above full employment level in thejrecdving country. 

. Defidendes and surpluses in the balance of payments of member 
countries which do not in the first instance arise either out of inter- 
national long-term development schemes or out of depressions must be 
dealt with by direct readjustment in the countries who have acquired 
an unfiivourable balance themselves, with a co-ordinated policy in 
other countries lest the readjustment should lead to a general de- 
.flation. An attempt to deal with autonomous defidts by general 
monetary expansion would lead to general over-employment. 

Balances in the current account of international payments and the intermediate 

equilibrium 

Both autonomous and derived balancw may be assodated with long- 
term fbrdgn lending. This would re-establish ‘short-term’ equilibrium 
in the sense that there would be no change in the liquid reserves of the 
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countries concerned. Only if the long-term borrowing is paralleled 
by an at least equivrient increase in real productive capaaty can we 
regard intermediate eqmlibrium assured, in the sense described above, 
that no subsequent fall in real income will be produced m the long run 
by the' obligation to service and repay the loan. "We must distinguish, 
moreover, between the ‘capaaty to repay’ of a country and ite ‘capacity 
to prociuce real income.’ tfthe creditor country does ri&t accept repay- 
ment by permitting an import surplus (i.e. in all probability, » r1p; 5 it 
can maintain an over-full employment internal demand), no a priori 
criterion can guarantee tiiat borrowing, however used, be paral- 
leled by at least a^ great an increase in the ‘capacity to repay.*' An eflfort 
to repay, as we have shown above, would result ii^ a cumulative 
deflationary process. >The second criterion is somewhat less elusive. 
Unless the borrowing is accompanied by an increase in the capacity 
of the community to inaease real income, i.e. unless its productivity 
increases pari passu, either because of an increase of capital 'equipment 
or labour skill, the cessation of loans will result in an abrupt M in the 
national real income. 

If it could be assumed that full and stable employment is maintained 
in the world economic system as a whole, the problem of international 
borrowing would be relatively simple. International foreign lending 
mi^t then be stimulated until the return on capital is equalized geo- 
graphically. In any c^e « long as the divergence in the yield of capital 
investment exists in different areas (net of risk); foreign lending— 
whether private or collectively planned — ^would speed up' the rate of 
increase of world real income. It might of course retard the change 
of the distribution of income in lending countries towards wages; 
which would tend to be brought about if, instead of foreign lending, • 
consumption was increased by direct intervention. 

The readjustments required by the eventual repayment would be 
made by Common agreement without giving rise to economic fluctua- 
tions. Even so the problem might arise whether internal reforms 
resulting in a changed distribution of income, and more espedally in a 
changed distribution of ownership of ‘savings’ (hence, given national ’ 
income,, of the direction 'and volume of ‘investment’), might not in 
the longer nm justify what might be termed increased ‘eapital autarky.’ 
But, at any rate, noproblem of increasing intermediate disequilibrium, 
of ‘over-borrowing,’ is likely to arise. 

As soon, however, as we drop the assumption of general and 
partial equilibrium new’ complications arise. Which country will 
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develop a deficit and be forced to borrow^ will depend on the foreign ’ 
trade multiplier, on the investment multiplier, and on the degree of 
employment. A further influence will be exerted by the historical 
position in the countries concerned. This will determine the rapidity 
with which excess capacity is absorbed by increasing employment. 
As long as confidence is maintained foreign investment, once it starts, 
will tend to jqgtify itself. During the continuance of the upward 
movement the import of capital might sustain a deficit in the ‘wrong’ 
direction, i.e. by mature countries. If the ‘lending’ enables the surplus 
country ’to maintain its own employment and income by increasing 
.exports, atk interruption of the process would evoke resistance. Yet 
this lending may well result in a growing disequilibrium in the deficit 
* country which in the longer run might lead to a sudden fall in its real 
income when the process can no longer be sustained. 

If, however, certmn rich areas were unable to maintain full employ- 
ment without far-reaching reforms for which they are unprepared, 
induced deficit balances on the part of developing countries, if carefully 
directed to avoid over-borrowing, coiJd at one and the same time de- 
crease the discrepancy in capital intensity between difierent areas of the 
world and maintain employment, _i.e. utilize for world devdop&ient 
resources which would otherwise remain unemployed. A word of 
caution is necessary. Plans to stabilize full employment in rich but 
unstable industrial countries by periodical and anti-cychcal bursts of 
foreign loans will introduce an instability into the poorer areas which 
will not be wholly' offset by the increased demand of rich countries for 
the products of the poorer developing areas during booms when the 
former near full employment under their own steam without foreign 
lending. The poor areas will thus periodically be forced to slow down 
investment and improve their balance. While they could possibly do 
this without having a general employment crisis, their real income 
would show fluctuations inverse to the cycles in the rich countries. It 
is questionable, moreover, whether unemployment can be' avoided 
(without increasing autarky) as the rich countries might not increase 
the demand of the products which the poor developing countries begin 
to produce. Thus the main rea^ustment would have to come fix>m a 
cut in imports of the poorer areas. 

Readjustments in the Balance of Trade and Full Employment 

In order to analyse the international implications of a full employ- 
ment policy we were forced to distinguish between derived and auto- 

1944^* Intentuiicttttl Cdpttal Afovements end l^cnjicattotts* Review ofBconoxnic Studies, 



134 The Ecoimiics ofEuU Emphyinent 

nomous balances in die intemarional payments of a country. . Tlie 
classical doctrine of foreign trade did not recognize this dietinction be- 
cause it was based on the assumption that general equilibrium, i.c. full em- 
ployment, in the system as a whole womd continuously be m^tained 
or at least automatically and rapidly regained. The problem of the 
international repercussions of business fluctuations in ■ any one 
country, i.e. the problem of international fluctuation?, in the employ- 
ment of die system as a whole, was neglected. All deficiencies (though 
not equally surpluses), which may have been the result of other coun- 
tries, and thus the whole world economy, losing equilibrium, were 
regarded as a sign of disequilibrium of the country suffering from it. 
So long as business cycles were regarded as an inevitable phenomenon 
this attitude was completely consistent. But it imparted an <i priori 
deflationary bias to the world economic system. 

The existence until 1914 of vigorous expansionist forces prevented 
this bias from exerting its basic influence. The peaceful development 
of the world economy enabled countries to undertake readjustments 
gradually, Eyen when these readjustments were aggravate by the 
cycjfcal fluctuations of the system as a whole there was no question of 
the complete reshaping of the international economic rdations of. 
important countries. 

* Once a model is invest^ated in which fiiU employment is pre- 
served, or restored automatically, the analysis of the problem whether ■ 
rprtain methods of readjustment arc more or less compatible with the 
maintenance of full employment is implicitly excluded. The classical 
approach by its assumptions prevents the investigation of the. question 
which it sets out to answer, i.c. the maximization of output or. welfare 
in a system of independent economic umts. .Without admitting that 
changes’ through time are not merely possible but highly likely and 
that they might be caused by the dynaimcs of the system itself, econo- ■ 
mic theory cannot provide a useful basis for deter min i n g policy. 
Static analysis is applicable only after all adjustments have bem made 
and long-run equilibrium reached. In actual life, however, the establish- 
ment of equilibrium takes time and if the system as a whole or 
its parts are non-stationary a policy, the aim of which is to establish 
equilibrium as prescribed by the, conditions prevailing at the initia 
moment, may result in a maldistribution of resources on account of 
the changes which have occurred in the meantime.^ If the quantity and 


' >• It may. for instance, be daimed that industrial protection in agricultural ateu reducra foe 
real inconw of foe system as a whole and each ofits constitucm parts. But this condusion follows 
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quality of productive resources in die system as a whole changes or if' 
the degree of their employment alters, the dassical argument cannot 
be applied. 

We may now turn to the more systematic analysis of the ways in 
■which a deliberate alteration in (he balance of current payments can 
be brought about. Action can be taken to cut imports, visible or in- 
visible, or increase exports, or both. The two generd methods available 
for the purpose, i.e. acting through variation of total income either in 
terms of the home currency or of foreign currencies, are deflation 
and the depreciation of the currency. Specific methods to achieve the 
same ends are the limitation of imports and stimulus to export (u) 
indirecdy through the price mechanism, i.c. by duties or subsidies, 
and (i) more*direcdy by quotas or discretionary licensing, bulk 
purchase and redprocal trade arrangements respectively. 

Each of these methods will have two effects, both internally and 
abroad. First, they will influence employment at home and abroad.- 
We shall term this the employment effect. This effect itself is not 
simple. The elimination of defidency or surplus will in itsdf represent 
a fdl or increase in die effective demand at home and abroad. This 
change may have an impact efiect on the general employment position, 
i.e. start a secondary inflationary or deflationary spiral. Secondly, the 
readjustment will influence the direction of the productive effort at 
home and abroad, i.e. productivity. 

The problem of minimizing the adverse effects of any readjustment 
both for the country undertmdng it and for the world as a whole, 
depends therefore on (a) prevention of unemployment and (i) the 
minimization of the interference with the optimum- international 
division of labour. These two efects^ in practice unfortunately often 
constitute alternatives, i.e. either unemployment can be avoided at the 
cost of limiting the effective international division of labour or vice 
versa. The optimum degree of the international division of labour, 
however, is itself an elusive concept The state of employment and 
demand co-determine it If, c.g., the demand for a country’s products 
fills sharply and irrevocably, part of the readjustment will consist in 
replacing imported products by home output It may well be, how- 
ever, that the inherent sluggishnesss of reaction, monopolistic elements, 
the imperfection of.markets, risk and other vital factors traditionally 
relegated ftom’ economic theory as fiictions will prevent a rapid 


only if we assume given eating tesoutccs, i.e. given existing skills and given, what is even mote 
unt^ to assume, the existing capital intensity per head disregarding, moreover, the redistribution 
of income which results from State interference. 
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readjustment. State interference in this case, though it may appear to 
be wanton, would, in fact, merely speed readjustment. •' 

The danger of secondary spirals be minimized if the extent of 
readjustment is minimized. The maintenance pf the total short run 
effective demand in Ae. system as a whole will be fecilitated if the 
worsening of the re^ terms of trade is minimized hy co-eperative 
steps sustaining effective demand in the system as a ■prhole. Thus— in 
the short run— the interest of the country undertaking the readjustment ■ 
coincides with the interest of other countries.^ If she is, moreover, not 
permitted by suitable .international arrangements to undertake the 
readjustment partly by expanding her exports without undue worsen- 
ing of her terms of trade, she will inevitably be forced to rely mainly, 
or even entirely, on the alternative of excluding imports. 

Yet the reduction of the real incoihe of the world as a whole will be 
greater if the readjustment were achieved hy cutting imports rather • 
than by increasing exports. The ihore &vourable the terms on which 
a country is permitted to increase her exports (e.g. if she is penmtted 
to use discriminating methods), the less she will rely on the decrease- 
of her imports as a method of achieving balance. A discriminating 
poHcy thus may well result in a smaller alteration in the short nm in the 
international division of labour and less -violent repercussions in other 
countries. One of the most important arguments in favour of ie 
estabhshment of an international currency and invratment audiority 
is that it inight enable die deflationary impact of a gjven readjustmmt 
upon oier countries to be minimized through co-operative action. The 
risk.of cumulative retaliation would thereby be reduced. It should, of 
course, b.e borne in mind that in the longer run it will he more imporant 
and necessary to induce a shift offtetors from obsolete industries than 
to prevent such shifts having deflationary effects. 

(a) Deflation. Readjustment by deflation is obtained by reducing 
effective money demand in terms of home ^rency. This reduction 
will pari passu depress the demand curve for imports while cuttmg the 
demand for home products. Unless the degree of monopoly could be 
appropriately changed, or all money incomB can be reduced by general 
flg rpptnpnt and legidative action proportionately in each case, the 
eventual readjustment, i.e. the fall in the money cost of home produce, 
must come through a pressure on wages, i.e. unemployinent. 

- This method must a priori be excluded as a means of full employ- 
ment policy.. Yet, as we have seen, it is impossible to avoid at least 

1 In the long lun the wonening of the terms of trade will benefit other countri^ « 

tradkfion es^ains the favour which import quotas moved in importing counmes, such as 
Britain, though they deliberately worsened the terms ot trade. 
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^iae primary impact of a deflation wliidi affected a foreign country, if 
positive stepi are not taken to counteract the fell in effective dema nd 
at home which the unfavourable balance implies. ' The consequent 
fall in the expected rate of profit would in all 'probability start a 
further secondary deflationary spiral which might in the end carry 
the economic system further than even the depression in the country 
where it first started would warrant. 

Under the orthodox gold standard ‘rules of the game’ a country 
suffering from an excess of out-payments had to protect its gold 
reserve by increasing the bank rate. If it possessed short-term balances 
abroad (or,if die confidence in its ability to pay was unshaken) this 
mechanism in the short run led to a withdrawal of (or influx of foreign) 
^ capital from abroad. Provided the diseguflib rinm was of a minor 
character this influx, together with the consequences of the automatic 
lessening of the effects of the orighial relative over-investment (or 
increase in consumption) through the worsening of the trade balance, 
was sufficient to restore the short-term balance of payments without 
having to rely on a secondary, consciously generated, fall in effective 
deinand. If, moreover,- the long-term expectations were favourable, 

• the mcrcase in the short-term rate of interest did not result in a fusther 
fall in the level of effective dernand. 

If a further change in the current balance of payments was required 
it depended on a complex set of factors whetoer Ac terms of trade 
would be worsened or improved in these circmnstanccs, thus increas- 
ing or mitigating the extent of the required readjustment. If the 
internal deflationary pressure in the depressed country was very great 
and the elasticity of supply low, its terms of trade would worsen 
shaiply. Past experience, however, is no clue whatever as depressions 
in mportant countries hardly ever coincided with full employment. 
With Ming demand which, therefore, hardly responds to price changes 
the terms of trade were mainly determined by the elasticity of supply.^ 
In a partially fully employed world economic system changes in the 
ternis of trade are likely to mitigate rather than worsen, from the point 
of view of the world, the effects of depression on the balance of pay- 
ments of the depressed country. How important this effect is likely 
to be depends on the respective price elasticities of demand and supply 
and on die xatio of the effective demand of the world as a whole to 
the effective demaid of the depressed area. In this analysis it is, of 

‘ trade therefore went regularly in &vonr of industrial countries in depressions 

and moved m their dis&vour m recovery. The United States unfortunately is not merely the 
^ngest industrial country but also an important primary producer, so that the net of the 

depression on its balance or trade cannot a prion be taken as a mitigating factor. 
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course,, assumed tliat the depression is not permitted to overlap into 
other countries, i.e, that the foil employment policy continues. 

The origind theory of foreign trade, by assuming that purely com- 
petitive conditions, can be applied to relations between countries, 
excludes this problem from its purview ^ It has long been recognized 
that a coimtry can, by protective devices, ‘make’the foreigner pay.’ 
‘An andysis of the economic consequences of measures or policies 
which influence the volume of effective demand in a country hL only 
recently been undertaken.® Even this analysis has not it explicit 
thatavariationin effective demand will have the similar result on foreign 
countries as tariffi.. If the price dasticity of demand of a fountry tor 
foreign products is less than unity, if its income dasticity is considerable, 
and if, fiirthermore, the country repr(Jsents an appredafcle part of the 
world supply or demand of certain commodities, the fall onts effective 
demand would have the same effect on its terms of trade® as tariff's in 
sunilar conditions. .The eflcct on total real income of the country will, 
of course, depend on whether the loss resulting from the consequent 
decrease in employment is bigger than the increase due to the change 
in the terms of trade. . 

Measures whick enable the increase of the national income of a ■ 
country either by internal expansion or by technical progress, while at 
the same time riot involving the absolute -worsening in the total real 
income of the rest of the world, cannot be said to be exploitative. 
This is’ true even if these measures' involved a worscnmg of the long . 
run position of foreign countries rdativdy to the state which would ' 
rule if the increase in the national real income would have been brought 
about automatically, i.c. without a deliberate (protective or discrimma- 
tory) policy. We may thus contrast exploitative and constructive ' 
me^ures of protection, at least in the short run. 

The exclusion of deflation as one of the mefliods o.f readjustment in 
a-world pledged to maintain full employment does not absolve us from 

* Without ^uite recognizing the fact that the subjects of intemadoiul trade were countries 
having sovereign policies. Begimung \cdth Mill, the monopolistic character of foreign trade 
became apparent. The revision of the theory bcgan'by considering the problem of tariS's. Cf. . 
Mr. Kaldor, Econamica, 1940, and Mr. Sdtovszky, Reriav of Economic Studies, 1942. 

* An adequate treatment of the problem can only be found in Mrs. Joan Itobinson’s two 
essays on Foreign Trade and Exchange (op. cit., pp. 183-231). 

t The exclusion of an analysis of fluctuadans has prevented clasdeal economists, e.g. Mill, from 
applyiw dhe analysis of redprocal demand to dus condngency. An attempt (cf. Vincr, Studies 
in the Ineery of Inltnialhnal Trade) to explain obvious disequilibria caused by the transfer of 
gold ii-om one country to another by reference to differences in the final velodre of drculadon 
had to break down because this ei^lanadon involved a change in the total efiredve demand 
of the system as a whole according to whether funds were transferred from high' to low 
velodty areas. The resultant general fluctuadon could not be analysed by the conceptual tools 
of orthodox theory. 
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analysing its consequence on die foreign demsnd and supply of a 
country. Deflation -will cause an immediate downward shift in the 
demand schedules of the country. This will increase the price elasticity 
of supply of eicports and potential exports given demand abroad. 
Conversdy, once a deflationary spiral has started it may produce further 
downward shifts of the home demand and the supply schedule. 
We are here confeonted not with a single demand curve but a family 
of demand and supply curves whose positions are determined by the 
level of income. Yet, these unavoidable shifts in the home demand 
curves for potential exports and the resultant shifts in the supply curves 
constitute awital element in the situation. Thf shifts will be most 
marked in the case of capital equipment. The demand for food- 
stuffs and essential raw materials will be more stable. The demand 
for luxuries might remain inelastic to income changes up to a certain 
point and then ftJl steeply when people can no longer strive to main- 
tain their previous standard of life. \ 

The consequences of simultaneous changes in the degree of employ- 
ment in more rban one country are s imil ar, if jiot identical> to those 
which can be observed in a closed economic system.^ The analysis 
applied to the probable consequences of price and wage changes dunng 
fluctuations in business activity in a dosed econonxyi can with increased 
■force be used in an international system consisting of inter-connected 
economics, because of the greater uncertainty about the future policy 
and behaviour of sovereign countries. The efiects on the demand for 
£uiy one country’s produce of a fall in price are highly conjectural. 
They will depend on the reactions of competitors in other countries 
and also on the state of expectations in each of the coimtries which 
again are inter-connected. All countries may well smk and rise together 
without their international balance, in distinction to the volume of total 
> trade, altering in a.significant manner. Any readjustment, therefore, 
which involves a deflationary shock must, because of the severe con- 
sequences and strains evoked by a fell in effective demand, be guarded 
against. This should be carefully borne in mind when considering the 
readjustment even of autonomous disequilibria, hi a world economy 
which naturally or consciously tends towards full employment, the 
readjustment •will be relatively easy and it is this case alone which has 
been analysed by classical economists. But thex^e in which readjust- 
ments are accompanied by foreign depression shotdd be very carefully 
differentiated from cases where they are not sO accompanied. The 
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reaction of foreign countries to an effort to increase exports will in die 
two cases be to^y different ' 

(ii) Deuahiation. The second general method of readjustment con- 
sists in altering the equivalent of the total eSective demand of the 
country by cliangmg the yalue of its currency in terms of other curren- 
cies, widiout chang in g its volume or (hstiihution in terms of the home 
currency. It is, therefore, aspecid case of a poHcytof c^ort premia 
and import duties of a uniform proportion. If we could assume that 
effective home demand, as it asserts itself in the market, is a sufficient 

lArvinf 111/lmncr iiro'^nrv 



and that theretore an unrestnaca piay oi cne pace mccnanism on 
the one hgnd choke off the least import demand and will stimulate die 
most effective production, devaluation would seem no*t only the fcirest 
method of readjustment, but would also minimiae die losses and 
tnaviTniVe thc gains for the community. The efficacy of devaluation 
as a method of readjustment will depend on whether the relative price 
elasticity at home and abroad is substantial enough to enable the 
necessary shift s m production and consumption to tie place TOthout 
caysing considerable fiictional unemployment. 

What are the conditions for these hj-pothcscs bang fulfilledt 
We shall have to differentiate stricdy bcm^ecn sj'stcms which arc 
generally My employed, partially unemployed and generally under- 
employed. , . . j . 

The first and not least important case to be mvestigated is me 
readjusmien't of autonomous, disequilibria in’smglc countries when 
others are My employed. The foragn price elasticity of demaim for 
the particular countries producing under these conditions mght be 
assumed to be li^i.^ There is no'c priori reason under these, cir- 
cumstances to fear that, competitive countries would inmediatcly 
. take steps to counteract the stimulus by the devaluation tome e^om 
of the readjusting country. Thus, evai that part of the effect of ^ 
devaluation which is due to the substirotion of the commodiUK 
exported by the devaluing country for identical goods pMu^ 
• elsewhere will not be neutralized. Hence depreciation might be able 
to 'neutrahze the effects of over-emplo)Tncnt in any one country' 
on the balance of payments, even if, as we .shall see presentl5% it 
toLv not under all circumstances be an appropnate meMd of d^g 
with unfiivourable balances induced by a depression abroad. This is 
the only case envisaged and mvestigated by the classical school under 

1 -iWj is the most important reason sv-Iiy the dose ctwjrdinaaon of employment polides 
interoadonaBy through appropriate organs is so important 
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their assumptions. of full employiilent and/or automatic and quick 
. readjustmenbabroad. ' 

We must now turn to analyse die much more typical case of 
a country having to readjust her balance of payments without 
the assurance of continued full employment abroad. Here again we 
must diitinguish between different types of countries as the foreign 
price elasticities, peteris parihtts, will diner gready. The most £vour- 
able case is ‘that of a country which produces for export primary 
.commodities of a standard character which have highly organized 
-world markets in which they do not represent a dominating fraction 
of'total supply. In this case it is possible that the price elasticity of 
demand for their products might remain relatively high’in -spite of a 
general depressien. Even in this case there is a danger that their com- 
petitors immediately react against their effort to secure' wider 
markets by devaluation. Whatever measures these competing countries 
take to maintain their exportsrdieir efforts vnU reduce the price 
elasticity of demand for' that part of the total world output of a com- 
modity which .the devaluing country produces.^ If the products 
which the devaluing country exports had any competing commodities, 
the substitution effect might be so widespread that a high price- 
dastidty would be maintained. ■ This fret would also spread the 
-unfrvourable repercusdons of the readjustment to third countries 
over so wide a field that each of the competitors which it replaces 
may not fed aggrieved enough to take retaliatory steps. The devduing 
counUy must not'represent an appredable fraction of the total inoney 
. demand of the world, otherwise the depredation of its currency might 
' start a 'general deflationary spiral. Its internal social structure must be 
such that the cost of production will not rise easily pari passu with die 
increase in the price level. Finally it would seem desirable that its 
imports should .conast mainly of durable consumption or producer 
goods; the internal income and price-dastidty of demand for which 
is high. A community like Australia, New Zealand or even perhaps 
Sweden or Denmark might hope to rely on depredation as a means 
of readjustment without considerable friction, provided a catastrophic 
deflation is not raging in the most important industrial countries. 

The problem of an industrial country, the last case which has to be 
investigated, difiers greatly. Devaluation has to work in this case when 

^ Tliis means that the county changes &om b^g a 'peifect^ into an ’oligopolistic' competitor. 
Hnandal prgudice in compcdtoi countries against devaluation to have bete an i*wnrip'| 

element in the success of some of the most important past cases of readjustment by devaluadoa 
The rest was accounted for by die 'devaluing country also deflating. 
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there is unemployment abroad and fioll employment at home.^ The 
■ full employment policy will render the economic system Somewhat in- 
elastic to the change of the foreign value of the.currency, as we may 
assume that diere will be a tendency for wages to increase if prices rise. 

The effectiveness of depreciation as a method of stimulating 
exports will depend (i) first and foremost on the price elasticity of 
foreign dpTnatiri abro^, (ii) secondly, on whether asd to what extent 
two internal effects are likely. Of these the first is that depreciation, by 
in n-pacing the internal price of potential oqports, discourages home 
demand and thus increases the proportion of die currendy produced 
output which is available for exports. The inttease cf exports is 
r einfo rced by the second effect,, which consists in the investment of 
new resources in the pport industries and in industries competing 

’ with imports. ’ a • -l j- • 

(i)- The price-elasticity xf foreign denmd. Under the conditions 

wHA have to be envisaged, the price-elasticity of foreign det^d for 
the exports of the fully employed country is likely to be low? if for no 
other reason, because of die endeavour of foreign coimtoes to delude 
exports and resist further pressure on their prices. If the elastiaty of 
foragh demand for. exports and the elasticity of home demmd tor 
imports are together less than unity, dien depredation results m a 
deterioration of the balance of trade. If the elastidty of foreign demand 
is near unity, fhe improvement of die balance may be accompamed 
bv such worsening of the terms of trade as to diange toe com- 
parative cost relations so substantiaUy diat in the mam &e improve 
ment of the balance of trade will be accomplished, even witooutfurther 
protection, by a substitution of home produce for foreign imports. 
Ibis, however, could be more quiddy dnd far more effecnvdj^ aaoni- 
ulished by other, more discriminatory metho^ of readjustment. 
Tbe income elastidty of demand which is, save for exceptiondc^es, 
high (though Ming with increasmg mcome) ^ always twershadow 
price elastiaties in importance in its effects on Ae balmce ofpaymenb. 

a fully-employed country is confronted wiA a deprased are^ts 
chances of increasing exports by price concessions are limited. The 
Sument that the elastidty of demand for the produce of any one 
comtry is high, is based on the assumption that employment dsewh^e 

is unSected by the depredation of exporters curren^. If wap 
are flexible anJ/or if excess capadty is prevalent m qtiier^ countn^ 
and if the readjustment required is substantial, any competitive spurt 

1 Even Robinson's treatn«nt of dus problem (ibid. p. 197) suffers from implicit nec 
dissieal assumptions. 
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on the part of a. given country will meet with counter-bids by its 
.competitors ‘nullifying its temporary advantage. There is no reason 
to assume that when ^ employment is not safeguafdedintemationally 
the attempt to increase exports' will not be resisted by competing ■ 
countries, whatever the means employed by the country undertaking 
the additional export.^ ■ 

(ii) Supply. If the deficit in the balance of payment occurs because 
a coimtry which is fully employed is confironted with depression 
abroad, the elasticity of supply of exports is likely to be low. Depreda- 
tion as a method of readjustment in a state of fiill employment is not 
as effident A if it is coupled with deflation. The inducement, more- 
over, for an adaptation towards export trades or home substitutes of 
any .given rate of depredation is s mall. Entrepreneurs will fear adverse 
reactions of competitive countries and thus be afiraid to embark on new 
investment without more specific assurance than that which die depre- ’ 
dation of the currency will provide. New investment will only be 
undertaken if the current favourable expectations can be assumed to 
be stable. But risks involved in fbrdgn, as contr^ted with ‘sheltered’ 
domestic trade, are notoriously higher in a system in which business 
cycles occur and fordgn pressure groups may abrbpdy change the 
terms at which exports can be sold abroad. The unpredictable nature 
of these risks will certainly limit the scope of activities which traders 
are willing to engage in at any given rate of profit. Thus a moderate 
depredation of dbe currency, umess more direct measures are taken, 
is not likely to tempt entrepreneurs to undertake these additional risks. 
•A sharp depredation, however, would tend to set the terms of trade 
more gainst the depredating country thm necessary for the average of 
export industries (i.e. would cause a profit inflation in niore ‘advanta- 
geous’ industries) and engender, as we have already mentioned, a-general 
tendency to an inflationary spiral through cumulative wage increases. 
The losses sufiered in this process might be considerable. 

An effective depredation impUes die adaptation of the structure of 
industry. Such adaptation is bound to be slow and it is even question- 
able, moreover, whether in violendy changing 'conditions, which 
slumps and booms imply, it would be desirable. If changes in the 
balance .of payments originating in developments abroad are due 
not to a trend but to cydical fluctuations, if therefore the causes to 
which the change in the state of die balance of payments is due are not 
permanent, and if subsequent movements are not in the same direction, 
the accomplished readjustment— i.e. the loss of the old investment 

^ C£ bdow, pp. 174 tf st^. 
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undertaken as a restdt'of tte readjustment — ^will turn out to be un- 
justified and the new investment misdirected. - * 

The theoretical advantages of the depreciation as a ‘long-term 
policy’ in that it represents an equal ‘impartial’ stimulus (and hindrance) 
and that Aerefore it is supposed to select the ‘most productive’ indus- 
tries for stimulation (dther for export or to replace imports)/render 
it unsuitable as a policy to deal with cyclical fluctuatio&s, where, in the 
short run, it would leave the ‘less’ productive specific fectors wholly 
unemployed. A more flexible policy which would enable a more 
gradual adjustment of available factors in the export sector would seem 
to accord more with the needs of a general full employrnent policy. 
In the long run, nevertheless, measures must be taken to shift those 
factors which have permanently lost their previous productivity bn 
account of the change in conditions into more productive use. But the 
current net private returns are an insecure guide in this respect. 

The same conclusion emerges if the effect of depreciation on 
imports is analysed. As long as full employment is maintained, price 
elasticity of home demand for imported commodities (even luxuries) 
may be very low. In consequence readjustments may be forced on the 
country to secure sufficient exports to pay for these imports at the cost 
of lowering the standard of life of the whole community by an adverse 
turn of its terms of trade. A non-selective meffiod of repressing effective 
home demand for foreign products such as depreciation would in these 
conditions involve unnecessary sacrifice. This would be increased the 
greater the difficulties in the way of an increase in exports. 

As Mrs. Robinson^ pointed out, foreign assets (and income from 
them) and foreign debts (and their burden) can be treated as exports or 
imports. 'Their repercussion on the balance of payments will depend 
whether they are contracted in terms of the home or foreign cxirrendes. 
Debts in terms of home currency ‘may be regarded as an export of 
which the home supply is perfectly indasde.’ They would tend to 
respond fevourably to depredation. If, however, a country is the 
centre of a network of fordgn payments — e.g. Britain — the tiireat of 
repeated devaluation will cause fordgn clients to withdraw their work- 
ing balances (which in effect amount to a cheap credit firom the point of 
view of the debtor) or demand a ‘gold guarantee’ which in effect 
transforms them into liabilities in terms of gold.® But if the debt is fixed 

1 Ibid. p. 196. 

® The Joint Plan ofPxpem does not specify whether the Fund or the debtor country (the debt 
wt-p, the form of a sale'of the home currency to the fund) will shoulder the loss consequent on the 
devaluation of die debtor’s curtcncy. The U.S proposal (White Plan) which was the basis of the 
new draft provided that the debtor indemnified the Fund 9, para, IV, 4). 
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in terms of foreign currency ‘they may be regarded as an import for 
which homeMemand is perfectly inelastic.’ The position of the country 
will he aggravated by depreciation. The same is -firue (except if other- 
wise' the assets would depreciate because of default) of foreign assets 
in terms of the home currency. 

,As long as fluctuations cm be assumed to be s mall , or if any initial 
readjustment req«iired on account of the break in the economic develop- 
ment is not considerable, general internal measures, e.g. taxation, 
might safeguard the ihterests of the community. The same appHes to a 
completdy collectivized system or to a system which reserves foreign 
economic tAnsactions to govemlhent monopoly. 

We conclude, therefore, that in a world economic system in which 
sharp economic fluctuations in important countries continue, other 
countries wishing to maintain full employment can ordinarily not rdy 
on'depredation of thdr currency as a short-term method by which 
external fluctuations are made compatible with internal stability. 
Depredation as a method suffers not merdy from the drawback of 
causing a deterioration of their real income through an attempted — 
yet pardy unsuccessful — stimulus of export and consequent ‘urmeces- 
s^’ worsening of didr terms of trade, but also from the decisive 
disadvantage of not being subtle or 
necessary frictional unemployment. 

The reason for the feilure to realize these limitations of depreda- 
tion as a means of readjustment is threefold. First, prior to the British 
return to the gold standard and its reversal in 1931, devaluation was 
practised by weaker overseas countries where conditions for its rda- 
tively successful working obtained. Secondly, the amount of readjust- 
ment required in most of those cases was relatively small. The quanti- 
tative dement through the operation of dynamic factors, e.g. the 
threat of secondary draations and their effect on price elasticities of 
demand, causes, however, basic qualitative changes in the problem of 
readjustment. Thirdly, where the extent of the required readjustment 
was large, the depression of the domestic economy was not avoided, 
i.c. effective demand declined and the consequent under-employment 
of the domestic economy ‘hdped’ the readjustment of the fordgn 
balance by changing the rdevant home price elasticities. The appli- 
cation of past experiences to problems of fiilly employed economies 
is'misleading.^ 


potent enough to prevent un- 


^ Lord Keynes (Hansard, House of Lords, May 23, 1944, col. 844) affirms diat the liberty of 
dianging the value of the currency and the management of the rate of interest permitted by a 
control of capital movements wotdd ensure the conditions necessary to maintain fidl employment 
at home, irrespective of conditions abroad, and widiout furdier direct control of foreign trade. 
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Wc conclude, therefore, that any considerable and'abnjpt alteration 
of the effective foreign demand of a country is likely to necessitate 
readjustments abroad which are difficult to achievie without suffering 
unemployment.’ Even if the change is qualitative and not quantitative, 
serious problems arise. Pull international co-operation to achieve fidl 
employment demands, therrfore, that the countries partidpating should 
not merely stabilize the volume of their effective demand, but should ' 
refrain from changing it by tariffi, quotas, controls, etc., without prior 
consultation with the' affected countries. Changes which are desir-' 
able from the point of view of the development of poorer areas 
should be made -with due r^ard to their consequences elsewherd 
Smooth readjustment would be fadlitated if they were dthpr spread 
through rime and/or if intemarional compensation schemes could be 
evolved. 

(c) Direct Control, (i) The Method and Aim of Controls. The effective- 
ness of devaluation as a method of maintaining or restoring the balance 
of international payments has been found to be limited. .The question 
arises how frr oher, more specific, methods of readjustment can be. 
expected to be effective where devaluation fails. In solving this problem 
the clue must be sought in the reasons which render devduation ineffec- 
tive. These have been found to originate in the low. price elasticity of 
foreign demand for a fiilly. employed (industrial) country’s exports 
when under-employment is prevalent elsewhere. Measures in two 
directions can rii'erefore be expected to be helpful, directions which 
were not suffidendy differentiated from one another in analysis 
because they were in practice necessarily intermingled. 

, The first method takes the eSbedve demand abroad as given and 
attempts to minimize the disequilibrium in die balance of payments 
by diverting trade from its normal’ channels and/or by turning 

C^tttimied from p. 145. 

As we shall see, legitimate doubt may be entertained whether the monet^ ^lan accepted by the 
experts permits iiill readjustment by devaluation. In any case his hope is justified only undtt the 
implicit assumption that foreign elasticities of demand for British e^orts are high. In randidons 
such as will presumably prev^ after the war, diis tadt assurnpdon is higUy. unrealistic. De- 
valuation as a method ofreadjustraent thus will at best be inefifectivei-at worst it will aggiayate the 
problem. Moreover, if the new plan is accepted it will not be possible to devalue all cutrendes of 
an interrelated area, e.g. the sterlmg area, together, if some' of the constituent inembers are not 
sufi’ering from a defidency in the balance of payments partly because of the defidency of Britain 
herself). Thus Britain may suffer from a worsening of the terms of trade to these connttim and 
the devaluation of sterling may not improve the position unless full employment policy is discon- 
tinued and the price dasddty of demand increased. The attempt to impose on economii^y 
interrelated but polidmlly ‘soverdgn’ economies 'rules of game' which do not apply u'Wiin 
soyerdgn countries must lead dther to polidcal union or to economic 'paralysis of smallei 
political units. ' - < - 
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the 'terms of trade by specific measures in favour of the readjusting 
country. T(J this extent it might be termed exploitative. The second 
method is to increase by.consdous action the foreign demand for home 
products. "We must finally analyse the technical arrangements which 
permit a country with a given economic system to utilize -these 
methods. 

The first method wiU utilize the feet that the elasticities of fore^ 

' demand for various export items and die elasticities of home demand 
for various import items are unequal. The effect upon the balance of 
payments of appropriately differentiated export premia and import . 
controls (tafiffi, bulk purchases, etc.) is more favourable than a depre- 
ciation equivalent to the average of these export premia or import 
restrictions. TBe direct regulation of imports permits the exclusion of 
tiiose which appear to be least urgent firom a social point of view. 
The pressure to export is thus relieved. Thus in cases where depreda- 
tion cannot succeed in improving the balance of trade easily, differential 
methods may still sometimes do the job. 

This amounts to a direct control of the home propensity to consume 
foreign goods and of the supply of exports. A reduction in foreign 
demand in such a system would &id its expression not in the unemploy- 
ment of industry, but (i) in a smaller fell in the value of exports 
achieved by decreasir^ the price to the fbrdgn buyer, and (ii) in the 
restriction or direct control of imports. 

The utilization of the second method is somewhat limited by the 
feet that the country which is contemplating the policy will be’suffering 
from an excess of outpayments and thus the laisser-faire method of 
promoting effective foreign demand by the granting of fbrdgn loans 
does not come under consideration. To be successful the method must 
automatically ensure that an increase in the demand for fordgn products 
will be matdied by an inaease in the fordgn demand for home pro- 
ducts, or rather that the maintenance of the home demand for fbrdgn 
products in the teeth of a depr^ion abroad will result in a re-expansion 
of the fordgn demand for home products.^ Itfioes not represent a mere 
diversion of existing fordgn demand from the dieapest market, but 
the creation of conditions in which fijrdgn demand can be induced to 
increase to die mutual benefit of all partidpants. 

(ii) Modification of the Currmt Balance of Payments through Direct 
Action not affecting Total ^ective Demand directly. The first method of - 

1 This method, therefore, consists in consdouUy re-establishing the high price elasticity of 
fordgn demand svhich otherwise would net obtain and on which die hopes of the devaloadonist 
laisser-faire school, which imfUddj assume it, ace really based. It can be, and in war was, used 
to extort more favourable terms of trade. 



148 ' The Bconomia of Full Enipldymnt 

achieving readjustment is to stimulate exports and to restrict imports 
by measures -which are not ‘monetary’ in character. ♦ 

If the Government has fuU . monopoly over foreign economic rela- 
tions it can directly secure this aim. Economic systems based (at least 
mainly) on private enterprise, which wish to maintain full employment, 
will have to achieve siimlar results by tariffs, quotas, exchange»restric- 
tions and export subsidies. Unilateral hvSk purchase oj; sale agreements 
which use the monopoly or monopsony position of the initiating 
country to secure better terms thati would result from the ‘free inter- 
play’ of market forces and thus redress die balance of payments coine 
under this heading, except in so frr as they are not supplemented 
by (or do not give rise to) arrangements in the partner country 
which permit an increase in that country of effecti'?e demand and 
real income. Unilateral hulk purdiase agreements can be discriminat- 
ing or non-discriminating. . 

. (fl) Export Stimuli. The selective stimulus of exports can be financed, 
and thus the real burden of the worsening of the terms of trade can be 
home, in different ways. It will in all drcumstances he less than that 
caused by devaluation. One of the methods is to finance exports by 
a lei7 on home trade. This is both inefficient and inequitable.^ 

A second and more efficient method of fmance would be to employ 
direct grants to private firms from the Treasury to stimulate exports. 


> The esublishment of a fighting fund by individual industri» which form autonomous 

cartels Iii order to beable to bargain collccdvelywithfoiEigncompciitoisandto be able to secure 
discriminating prices is the method adopted by preference in this country. It is^an imeconbmic, ■ 
incfiective and pernicious method. The bargaining power of the cartel, even if backed by the 
Government, would depend primarily on import surpluses in the commodity in quesfion (e.g. 
the success of the sted negotiations after 1932). The capacity to accumulate a fighting fund 
suffident to be effective depends on the relative size of the internal market and on the elastidty 
of home demand. This expedient could.only be used with some force m the case of products 
which have a large intcmal market and which are relatively important from the point of wew 
of home consumers— i.c. with respect to which home demand is reladvdy indasde. This method 
means, therefore, the stimuladon of exports by an indirect tax on the consumer— i.e. by regrmstve 
taxadon. The levy on home sales would moreover be camouflaged by a rise in the pnee ofthe 
home product or a worsening of its quality. The door is thereby open to an mfimte variety or 
abuses and its result would be to stimulate indfidcncy. ' , . • 

A variant of this method is the sde of goods at less Aan full cost.' If the rate of exchange is not 
kept at opdmum Icvd as fir as the average of transacdons are concerned this procedure would 
amount to an unsdective subsidy on exports and not merdy to an offsetdng of the export tax 
levied by keeping the exchange ‘over-valued.’ If die difference between full and pnme cosB 
are different in different industries the ptindple of compatadve costs is moreover mtogrf. 
The produedvity of labour is thereby lowered by a misditecdon of effort and by settmg the 
terms of trade against the country. A better result can be achieved by home M cmpl^mrat 
policy, coupled by proteedve devices, if the balance of trade demands such interference (cf. Mrs. 
I. Robinson, op.dt., p.222j. Even worse effects are produced if the wage levd m the export 
industries is kept low. by general unemployment (cf. above), espedally if the degree ot mon- 
opoly in the export indiistries is less than in home trades (both of which are extremely likely 
in the case of defladon, to the vidous effects of which these secondary repercussions contnbute in 
no mean measure). 
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This' policy is not -without its internal and external dangers.^ It is, 
however, nat more dangerous than devaluation of equal eSect. Any 
incre^e in exports’ in the teeth of declining foreign demand represents 
a pressure on foreign countries and -will be resisted. By trying to coh- 
centtate the increase in exports to industries the price elasticity of 
demand for whose products is relatively high, the fuU employment 
country might af least hope to avoid running foul of the most depressed 
. ofits foreign competitors, whoarelikely to putup the bitterestfight..The 
relatively high price elasticity of demand for any one country’s pro- 
ducts is a priori an indication that competitive foreign excess capacity 
in that industry is not too large. 

The stimulation of exports — whatever the means employed, apart 
from measure^which increase elective demand abroad — ^wiU tend to 
depress prices abroad. The change of relative prices -will change the 
'differences in opportunity costs which render the international exchange 
of goods profitable. If then exports are maintained by ‘mtervention,’ 
productive fiictors will be diverted from-their ‘optimum’ current use. As 
a weapon of employment policy, a stimulus to exports must be con- 
demned because of the uimecessary loss in real income. Whether in 
any given situation it should nevertheless be used to permit the con- 
tinuance of a certain levd of imports, depends on the ex-post oppor- 
. tunity cost differences whidi -will be determined also by the possibihties 
of re-employing the non-specific factors engaged in the export '-indus- 
• tries elsewhere, or for other purposes. • ■■ 

(6) Control of imports. The control of impprts must accompany the 
stimulus to exports. Failing this.it is possible that exports -will have 
to be undertaken beyond the optimum. 

The control, of iniports can be indirect, through the price system 
(tarifis), or direct- through the fixing .of quantities either by way of 
quotas and exchange licences or by centralized buying.® All protective 

• ^ The most efficient altenudve would be to.establisli Govetnment wholesaling organizations 
under a Government Department' which would combine the advantages of a competitive system 
internally with those of a foreign trade monopoly internationally.' Transactions which need not 
be subndized should not be subsidized or' controlled. Apart from stimulating exports in which 
the country has a relative and absolute advantage, these agendcs and their controlling Department 
might act as a central co-ordiiuting and supervisory agency for all those export or potential export 
industries which could not he employed for export at the prevailing prices, costs and exchange 
rates, and which cannot take the risk of produdng for stocking pending a subsequent sale. The 
machinery could also be used to bridge the ^p by produdng for stock between ffie current 
demand of export and the productive capadty at full employment. At the same time, the 
existence of such foreign trade organizatTon would represent an effective check on monopolistic 
tendendes, as they may, in case of heed, divert part of their stocls to ffie home market, thus 
preventing the charging of exploitative prices.- The problem, as in all these cases, is that of the 
selection of personnel. 

’ The latter can be discriminatory ornon-discriminatory. 
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measures^ tend to improve the terms of trade and thereby — at least 
temporarily and partially— to offset the M in real ineomc of the 
community (which finds its expression in the increase of the price). . 
In prindple® a level of tariff can be found exactly equivalent to 
any given, direct restriction of imports. On closer analysis it appears 
that this equivalence is severely limited to the effect on the ba^ce of 
payments. Unless the tariffs are wholly prohibitivq (in which case 
thCTe is, of course, no difference between indirect and direct ‘restriction’, 
as it is absolute) theirinfluencebodion employment and on the distribu- 
tion of the national income differ from that of the ‘equivalent’ direct 
■ restriction. A direct control will give a far greater securiiy to home 
producers than tarifis (and a fortiori than depreciation) because the entre- 
preneur will know in advance the. effect of the quote on the home 
market while Ae effect of the duty — unless prohibitive— will depend 
also on the readjustment of foreign competitors to the new duty. 'If, 
therefore, the establishment of new or the extension of existing produc- 
tion is aimed at in a slump abroad, indirect restriction will hardly 
suffice to encourage it. It is only the fuller use of existing excess capaci- 
ties which can be effectively brought about by Government interven- 
tion working through the !ptice’ mechanism. One of the main diffi- 
culties in isolating a folly employed economy from fluctuations abroad 
will be encountered because the loss, of confidence will tend to spread 
into the foil employment country (Le. the consequent rise in the risk 
premium and a fall in investment). Some control of imports will 
probably have to be an integral part of full employment policy in an. 

. unstable world system. The difference between long and short, run 
cost might be so substantial as to render stability at home, in the face 
of fluctuations abroad, difficult short of State investment or guarantee 


against losses on new investment. 

* .(c) Unilateral Bulk Purchase. Unilateral bulk purchase agreements use 

the monopsonistic bargaining power of a country with respect to its 
imports to secure better terms and thus reduce an adverse balance of 
trade. American writers, c.g. Professor Viner,® hold that all direct 
transactions involving a monopolistic influence on markets are dis- 
criminating and exploitative.. A differentiation between exploitative 
and non-exploitative reach' ustment static concepts is 

1 Except for the system of granting quotas or licences practised, e.g., by the British Agriculmr^ 
Administration before (and the Exchange Control in the first few months of) die svar by which 
the increase in home prices could accrue to the foreign scUk. 

* (SlEearaeof Nations: QiwnftViiftVeCoHrrolsqfForcijrt Trade, p. 20. . ■ 

» Traik Riletim beiivem Free Merkel end CmmneJ Economics, JLmgue of Nauom 1943. 
A eeneral deflation, wWch would have identical rmults on the tcrnis of trade and would depress 
foreign national income very much more sharply, is not condemned as exploitative. 
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not legitimate. Whetlier suck bulk purchases -will be exploitative or 
not wul depepd on ■whetk^ or not the national real income of the part- 
ner coimtry will rise or not.* This cannot, as we shall presently see, 
be determined by price 'i^ations alone. Long-term purdiase agree- 
ments eliminate the risk inherent in producing for an uncertain market. 
It is dear, therefore, that the purchasing country performs a service 
ro the sellii^ country which mi^t be, and mostly is,, of considerable 
importance. The'producers in the selling country, especially if they are 
small and weak producers, as a result of.the purchase agreement will 
be enabled to tap cheap sources of credit and modernize their produc- 
tion. The possibility of such reorganization of their production was, 
without the agreement, completely closed to them.® 

^ industrial aountry which undertakes to purchase a considerable part 
of the output of another at a fixed price, will be unw illin g to commit 
hersdf if she is not assured, more directly than any general monetary 
arrangement might succeed in doing, not only that she will be able to 
pay for the suppHes, and on terms which will not subsequendy be 
rendered too onerous by events over which she has no control (e.g. 
deflation in the supplying country), but also that other countries will 
not be able to obtain the same goods at better terms elsewhere at a 
subsequent date. The supplier of the (primary) products, on his part, 
must have the assurance that once die sale is concluded the purchaser 
will not insist on unreasonable prices for his exports.® 

^ Whediet the method adopted tvill in fact be exploitative or not will dins depend not on the 
mechanism adopted as e.g. Mr. Kaldor suggested t^The Banker, 1943}, who implicitly assumes that 
all monetary discrimination is exploitatisre and all non-monetary discrimination non-exploitativc, 
but on the volume of exchange and its terms. The renunciation to conclude mmetary agree- 
,mcnts would, however, represent a worsening of the position of industrial countries (suA as 
Britain) because they import standard foodstuSs and raw materials and export varied manu- 
factured products. It would be mote difficult to conclude bulk purchase agreements with 
respect to the latter dian to the former. 

* The importance of the consequent improvement of their credit for their production costs is 
conriderably greater than has as yet been admitted. Small producers in primary countries, because 
of the risk of crop ffiOures and of market changes, are subject to considerable exploitation. A 
cate of interest above 20 per cent per aimum or more is the rule rather than the exception. The 
reo^anization of agricultucal credit in the Balkans played on important role in securing' for 
Germany favourable commercial agreements at a time when she had no poh'lical power to force 
such agreements on the Balkan countries. It is by no meaiu true that, in die first period of her 
South Eastern commercial expansion, Germany exploited the agricultucal producer. In some of 
the countries her purchases saved ,them from complete economic annihilation. Even where 
Germany subsequently imposed an obligation to buy her own produce at higher prices, 
the charge of exploitation, which was levelled for propaganda purposes, cannot scientifically be . 
altogether maintained; though Germany forced these countries to buy products which could at 
the ruling rates of exiffiange be'obtaiued more cheaply elsewhere, these prices were completdy 
theoretical as far as the Balkan countries were concerned, because without German purchases 
these countries would not have been in a position to buy anything abroad. Their money and 
real income would have had to fall in order to balance their trade by ‘liberal’ methods. 

The reciprocal agreements might be restricted to certain main products on both sides, leaving 
the geneial trade to be conducted by muldlateral clearing or free exchange madiinery. It lus 
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In die absence of an international monetary agreement whicli safe- 
guards the interest of the purchasing country, a wide extension of uni- 
lateral bulk purchase is not very likely. 

(ii) Methods infueiichig Foreign Effective Demand. Bodi monetary and 
non-monctary means arc at die disposal of a full employment country 
to influence effective demand abroad for its' products. The non- 
monetary method consists of reciprocal bulk purchase; monetary ex- 
pedients are clearing agreements and payment agreements. The need for 
such auxiliary methods in helping the readjustment of the balance of pay- 
ments arises because the maintenance of full employment in a country 
results in a maintenance:— or rather increase — of die purchases of diat 
country relatively to die purchases of the depressed countries abroad. If 
more orthodox methods were followed to . readjuet the rwulting 
disequihbrium, a fall in national real income could hardly be avoided. 
As long as employment (and/or investment) policies are not co-ordinated 
in such a way as to balance international payments, the purdiase or sale 
internationally of commodities "without the .assurance of a reciprocal 
transaction cannot be taken as the equivalent of die same transaction 
undertaken -widi die certainty diat a reciprocal transaction ■will in due 
course automatically follow. The neglect oFthetcdptocal transaction a 
a factor determining the advantage ot the first transaction implicidy rests 
on die assumption that the system as a whole is fully employed, i.e. diat 
■ ‘Say’s celebrated Law of Markets’ operates intemationdly,^ and that 

been argued that such an attempt to secure favourable terms of trade by way of clearing agreements 
or long-term purchase agreements would not merdy anger competitive exporting nations, but 
also result in defensive action on die pact of the countries which could condude sales only on 
condition that they used their export proceeds in a pre-arranged manner. It is contended that 
these countries will try to escape this restraint. If primary produdng countries can be assured of 
a stable and growing market, it is unlikdy Chat they will want to forego this advantage, even at 
the cost of foregoing the chance of top prices in excepdonally favourable periods. At the same 
time, it is also obvious that Britain and other European counnies will need all hdp in restoring 
thdr balance of payments, whatever the posidon elsewhere. The attempt to proscribe mono- 
polistic price agreements on industrial products which Europe exports, while at the same rime 
' organizing, through buffer stock agreements or ocher ways, a consdous cbntrol of raw material 
prices, would further turn the terms of trade against Europe and thereby increase her problems. 
The technique of combined inulti- and bi-lateral dearing was daborated by the present author . 
for the French Economic Mission, mainly in order to evolve a method of solving the finandal 
problems caused by the 'ea^ and carry’ provisions of the United States Neutrality Act, which 
had not then been replaced by the Eerid-Lcase machinery. (The main prindples were published 
in EroBomica, August 1940.) ' ' , _ ■ . .. 

* Lord Keynes (ibid.), in extolling the advantages of thctestorationof'full convertibility’ to 
-currendes by a multilateral scheme, contrasted the po.sition of bang able to export and to use the 
results of the exports to buy anywhere (general convertibility) with the contingency of being able 
to export and having to purchase in the country to which the export was directed. The advantage 
between these two alternatives impliddy lies with the former. But Lord Keynes’ example, if 
persuasive, was misleading. In a system which is liable to.econorm'c Buemations the true altcrna- ' 
tives lie between being able to export at all (though having to purchase in the country w which 
the export is directed), and not being able to export at all. If these are the altemadva, it is 
probable that it is better to be able to export even if the range of subsequent purchase is lirm'tcd. 
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therefore the reverse transactions take place, automatically and ■without 
any further adjustments, on the basis of the existing comparative costs, 
which are taken to remain unchanged hy the original transaction. This 
. assumption could only he accepted if some comprehensive inter- 
national agreement were to be arrived at, which would allow for the' 
maintewanre of full employment in all member countries. The success 
of multilateralism depends on full employment, and not vice versa. 
If such agreement is not arrived at, then the gains from foreign trade 
can no longer be judged by current comparative cost differences. All 
secondary effects of every transaction, indudihg its effects on total 
demand in the member countries (exerted via the necessity of global 
readjustment), must be taken into account. 

In the absence of the application of special measures no, or much less, 
trade would take place as the emergence or increase of induced balances 
towards countries which failed in or had no full employment policies 
would force all countries to cut down their imports because these 
balances might be spent anywhere, i.e. also in areas which by their 
deflationary pressure absorb liquidity ■without increasing their demand 
for foreign goods and services. 

All reciprocal agreements eliminate the necessity of having sufficient 
internationally acceptable liquid reserves prior to die purchase of goods 
and services. ^Unless the counter party to the transaction does not ■ 
utilize the credits standiug to his name for an immediate^ contrary 
transaction an automatic credit is pro^vided. In the case of countries, 
therefore, which suffer from a lack of liquidity and whose economic 
systems tend to produce a bias towards d^dendes in their balances of 
international payments, this arrangement permits the maintenance of 
full employment and the maintenance of supplies from abroad. A 
country winch has a bias to export its unemployment through eiqport 
. surpluses, i.e. a country which has a tendency to absorb intemationd 
liquidity, has no need to fall back on tins device. It is the means at the 
disposal of countries which do not "wish to submit to deflationary 
pressure from abroad. 

The prevention ofredprocal agreements on the basis that they imply 
discrimination amounts to a unilateral acceptance of the bargaining 
power of unstable export surplus countries, which can lend. 

(fl) Non-monetary Reciprocity. The non-monetary form of such 
agreements are redprocal bulk supply contracts. T)iimether they will 
in fact modify fordgn total demand depends on the internal poHcy 
of the parmer country. They provide a possibility for expansionist 
policy which without them would possibly result in a worsening of 

L 
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the balance of payments. The pracdcd limitations of reciprocal hulk 
purchases lie in the character of the economic system of’the countries 
concerned. Reciprocal hulk purchase' can be practised easily by two 
entirely collecfivized countries. It is diflScult to arrange it between 
countries whose ecpnomic system is based oh individual enterprise. It 
is then not the State, but the individual traders who export andimport, 
and those traders who export are not also necessaril)»in charge ofim- 
ports. It might, therefore, be difficult and clumsy to force traden 
to conclude, direct barter agreements.^ Nor must it he forgotten that 
Voluntary’ barter arrangements, in so ^ as monopoly and monopsony 
powers are brought to bear in arranging them, can be’explditative 
In feet, as the exchange of definite commodities will have to be 
arranged, which is a clumsy metho^d and restricts tSe choice of die 
weaker partner, both in the range of Commodities and in time of 
purchase, it is liable to' more abuse -than arrangements by which the 
proceeds of exports are earmarked for purchases in the same country 
but without such restriction of choice. , - 

(b) Monetary Reciprocity. Monetary reciprocity takes the form either 
of payment or of clearing agreements. Under payment agreements a 
countiry undertakes to use a certain proportion of the proceeds of her 
exports for certain predetermined purposes. Under clearing agree- 
ments all payments are credited or debited to’ her on a central account; 
payments fironi that account cm only he made with the permission of 
the authority controlling the account. Both can be’ voluntary^ in 
character, forced ’blocking presuppose that the country undertalmg 
it is a debtor country, otherwise no country need to continue d^verie. 
No one needs to sell-to the country which e^marks (blocks) the pro- 
needs of he sale and permits their use only foir internal payments. Such 
reciprocsd payment or clearing agreements should be rather less ex- 
ploitative than direct reciprocal hulk purchases, as they interfere less 


1 This will be 4e case espedally with respect to manuficturing countries trading wth ptunaw 
countries. Bulk purchases of raw materials and food stuffs are earily arranged, to it will 
be much more diffiqult to force importen in a primary producing country to buy from the 
try to which the primary counfry eiqiortcd, an eguivaierit amount of manufaemres, it tne 
purcharing country is not as cheap a maiket as a third country to .which salra 
oiacticable. Yet, without forcing them to .do so the primary producers may not be able to 
export at ah. and both that country and the manufacturing country would be fon^ mto un^ 
necessary autarky- Given the restricted initiatiyc on the part of most goverment depatwmts, 
■at any rate in .Britain,' it is almost impossible to visualize that extended use win be made of direct 
‘voluntary’ bulk barter. Lord Keynes’ interpretation (Hansard; May 23, col 870) that the pro- 
hibition of iticrriminaring moneta^ arrangements exempted ‘voluntary^ bar,ter agreements 
■ from its operation, while in sevto' conflict with the ofiidal Amerii^ “ cxpoimdM by 
Professor Viner (op. cit), does not in fact offer any scope for maintaitog mternanonal ex- 
change of commodities between full employment areas irresoective of diesUte of trade else- 
.where. 
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■with the choice of the trading partner. Pro-vided only that one of the 
partners maitifains full employment (and therefore imports) such agree- 
ments automatically provide, or rather create, intemadonal liquidity to 
finanra imports and thereby impart an ejqjansionist bias to the economy 
of the selling country. It is true that by restricting the choice of .the 
selling oountry they also create market imperfections in favour of the 
industries of tha purchasing country. Without the purchases of that 
country, ho'wever, the seller would not be able to buy at all. To talk 
of exploitation in every case is therefore unjustified, "^^ether exploita- 
tion takes place depends not only on die prices ruling in the purchasing 
and selling dbuntry and elsewhere and the rates of exchange, but also 
on the ratio of the volume of the transactions passing as compared -with 
the volume winch would be possible if the agreement had not been 
concluded, 

■the main pmpose of these agreements is to prevent the leakage of 
liquidity reserves into depressed areas, Le. to maintain the liquidity 
of the full employment areas. The alternative to such agreements, 
if unemployment prevails in important countries, may. well be national 
autarky. Full employment countries would then lose liquidity to 
under-employed countries because their full employment pohcy mak« 
them good countries to sell to, but unfevourabH markets to buy in. 
This process could obviously not continue indefinitely. 

It is often suggested that the exploitative character of clearing agree- 
ments is due to the fict that the ‘clearing’ countries ‘over-value’ their 
currencies in terms of the currencies of ‘free’ countries. If only they 
devalued, it is said, their problem would be solved. But by their policy- 
of ‘over-valuation’ they ‘exploit’ their partners as they turn the terms 
of trade in thdr fiivour. As we have seen, the actual elasticities of 
demand and supply and thus the balance of payments as well as the rate 
of exchange are a function of the degree of employment. There is no 
a priori reason to suppose that an equilibrium rate of exchange need 
exist without direct controls (indudmg tarifiS) between a full employ- 
ment country and areas which sufierfiom under-employment and 
where eSective demand is still fdling. We understand under equili- 
brium rate of exchange in this sense a level which would ba^ce 
international payments without a change in the short-term (liquid) 
capital account. This merely means tiiat if a country wishes to retain 
its international equilibrium in an under-employed world it might, in 
the absence of direct controls or increasing autarky, have to give up 
full employment policies. 

Thus, if a country refused to follo-w the rest of the -world into depres- 
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sion and maintained effective demand unchanged ■'(i.e. increased hnmp 
demand to ofiset the fall in international demmd) this w&uld ipso Jatto 
‘over-value’- the currency. The discriminating subsidies and tariff; 
which. ih this case would enable the stabilization of the trade 
balance towards the outside area would indeed lessen the relative 
worsening of the terms of trade in comparison wth devaluati&n of an 
identical effectiveness (if such a rate of devaluation* existed). But it 
would be.rather fanciful to speak of exploitation in this case as it was 
the loss of tie internal equilibrium in the outside world which caused 
the initial change in the terms of trade and the, discriminating policy is 
necessary merely to safeguard full employment and minftnize the un- 
avoidable losses .which ^ entails. 

If, theh, the country concludes clearing agreements and continues its 
full employment policy, the very reflation will now render .all clearing 
countries ‘over-vdued’ with respect to depressed ‘free exchange’ coun- 
tries. .Thus relations between the countries are likely .to' become ceteris 
paribus more Lntim'ate than before the‘ slump as they -will constitute 
an oasis .of full employment in a daert of under-employment and thus 
their currencies be ‘over-valued.’ To charge die full employ- 
ment country that it has exploited its clearing partner would surdy be 
a complete non-sequitur. Ine depression abroad is the^iis et origo of 
the whole process. If the depression lifted quickly, no ‘block’ would 
be formed. Multiple exchange rates need not be employed. 

What might constitute an objectionable discrimination are not such 
agreements but the exclusion, for political reasons, of countries willing 
to enter mto similar agreements oiithe same terms. 

Thus reciprocal arrangements, if properly managed, repreent noth- 
ing less than an cxchange'bf products of countries which co’uld 
not otherwise be sold and probably would never have been produced 
at all in the absence of Such agreements. They can be utilized not 
merely to secure an approximation to a state of affairs which would 
rule if ‘free’ trade is obtained. They can be a basis for the development 
of the production and exchange of goods which could not have been 
produced and exchanged even under conditions of free trade because 
the existence of risk would have narrowed the scope of profitable trade 
and neither the knowledge nor the capital for the purpose would have, 
been available, though ex post the production and excliange is perfeedy 
justifiable and profitable according to all canons of classical theory. 
There is no reason why both partners should not share the benefits of 
such ggrp pmftnts . The producing country by being able to sell more 
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and. die. purchasing country to buy more (by obtaining suppHes at 
cheaper prices) than she would otherwise have been able to do. 

Clearingarrangemehts thus permit the planning of full employment 
at home, which offers stable and expanding markets at avou'rable 
prices to countries haying complementary economic Systems. They 
provid^in unstable world the assurance that exports be practic- 
able to pay for imports without deflationary adjustment. In such a 
world imports might otherwise not be .permitted and the exchange 
of goods would be further restricted.^ 

III. MU.LTILATERALIS'M AND FULL.EMPLOYMENT 

A fidl solution of the problem of re-^tablishing a full international 
division of lal?our and an international monetary system, without 
pe^etua^g business cycles "spread over the whole world economy, 
is conditional upon full j^reement between the autonomous unite of 
the system on domestic economic policy. If each of the countries would 
pledge itself to maintain not only full employment but an agreed 
policy with respect to their current balances of payments — ^in con- 
junction with an international investment policy— there would be no 
' reasons for any single country to pursue autonomous policies and 
institute for its protection specific measures of a imi- or bi-lateral 
character. The possible gains which even in these drcumstances could 
be derived fi:om turning the terms of trade in its fevour by tariffs, etc., 
or exploitative bulk purchases would be small. Retaliatory action 
would have to be expected. 'Moreover, as full employment would in 
any case be maintained, it could not count on that extra — though 
temporary — ^gain which in a world beset by business cycles accrues to 
the protectionist power through a (relative) increase in its degree of 
employment. Indeed, so long as employment is maintained all 
round, red wages would automatically be adversely affected by any 
diminution of the scope of the intemaitional division of labour, apart 
from planned development Hence to the resistance against inter- 
national trading— which -now represents a source of disequilibrium 
— a resistance in which both labour and entrepreneurs combine, 

1 If the primary produdng.coimtries give protection to their secondary industries, the mainten- 
/ance of an opdmum distribution of ptMuedve resources between various industries could only 
' be achieved if subsidies were given by the same country to export industries.' This could be 
achieved by a dealing anangement which under-values the currency, i.e. values it below the 
full-employment equiUbiium level ' It may be asked why this complicated solution should be 
adopted, as it is immaterial to the purchasing country whether the exporters get high prices 'in 
their currency so long ss the import is arranged at favourable prices to the purdiasec. This 
.objection' overlooks the fact that it is in the interest of the importers that the products of die 
, commodides should receive high prices in'thdr own currency, Cf. my artide, "The drift towards 
a radonal foreign exchange policy,’ Etonomica, August 1940, pp. 254-^ 
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would be much weakened. But if- such full agreement were 
possible, far greater attention than in past periods must be paid to 
the potentialities of industrialization in backward areas and the acquisi- 
tion of new skill by the population and mcrease in investment capacity 
by planned investment financed by the State out of taxes or loans. It 
must not prevent die common long-term-planning of the prqduction 
and exchange of commodities between countries which, because of 
regional connections, desire to evolve such planning. It should not 
trespass on the terrain of internal economic organization and by the 
imphcations of its terms prevent reform or reorganization. Specifically 
it must not rule out the evolution of a compromise betwe^ai complete 
collectivism and full foreign trade monopoly on the one hand and com- 
plete laisser-faire and full license for individuals to ckoose where to 
spend or invest thdr purchasmg power ^hich they have acquired in a 
country, irrespective of the consequences of their action to that country. 
This condition is important because moderate ’control — ^falling short 
of full foreign trade monopoly— is more difficult to institute and work 
successfully than an extreme solution, and can more easily be thwarted 
by arbitrary rules and’ limitations. 

However natural it may seem for every country to elaborate a full, 
employment policy and come to such international agreement which 
which would make it work multilaterally, we must envisage the possi- 
bility that full, agreement cannot be obteined on these lines. The 
question arises, whether a more limited method could not be elaborated, 
which would at least secure that all those countries which adopt full 
employment.pohcies, should be able to continue their ppHcy, irrespec- 
tive of any depression abroad, thus irrespective of the .consequent 
worsening of their- balances of trade. This means that in all cases in 
which a deficiency in the balance of payments of a country arises solely 
on account of a depression abroad, that country must be enabled to 
maintairi its total effective demand, and deal with the resultant deficit 
in. its balance of payments without having to reverse its internal 
employment policy. 

Theoretically the problem of maintaining full employment in any 
single country, or a group of countries, can be solved in two ways by 
international' agreement: 

(fl) Schemes can be elaborated which enable sii^le coimtries to 
■maintain foil employment irrespective of the consequences of this 
policy on their balance of paynients, by creating .internationally 
acceptable means of payment, and restoring the liquid^ of member 
countries. We might call this the Uquidity approach. 
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{b) Alternatively sciemes could be elaborated wbicb maintain the 
external balance of fiill employment countries by’offietting the in- 
duced surplus of under-employed cdimtries, either by creating addi- 
tional demand and diverting it away from the surplus countries, or 
by imposing obligations on the depressed surplus countries to 
eliminate .the induced surplus. 

As all these schemes regulate international liquidity and/or effective 
demand in such a way as to permit the maintenance of full employment 
.conditions in any smgle participating country they render unnecessary 
the adoption of bilateral or partially multilateral monetary schemes, 
such as payments or clearing agreements, aiming at the same end. 
They will not render the quantitative regulation of imports undertaken 
.for die purposa ofsodal, rather than employment, policy unnecessary. 
Such conttols, bulk purchase-md long-term development planning will, 
however,* be possible by commerdal policy rather than monetary, 
manipulation. A satisfretory multilateral scheme has obvious advan- 
tages over less comprehensive agreements as it does not limit the free- 
dom of choice. Once the restrictive consequences of diis freedom on 
employment are overcome, all rational considerations-favour a broader 
solution. 

The Liquidity Approach 

■ Schemes of this type — ^i.e. which permit single countries to maintain 
full employment irrespective of the consequences of this policy on the 
b^ance of their international payments by cf eating and placing at their 
disposal internationally acceptable means of payment — ^represent the 
introduction into the international plane of modem Centrd Sankmg. 
They do not create or direct demand so as to maintain or help to maintain 
full employment where it is threatened by shortsighted policy. They 
mable a country which wishes to maintain its international demand 
(i.e. deficit) to do so by putting at its disposal the necessary means.^ 

If a country suffers from the consequences ^of a depressiqn abroad 

' Lord Keynes’ high hopes for his Aultilateral dealing scheme (c£ House of Lords, May 12, 
1943, column 531) seem to be based on a similar misapprehension for, which he took Professor 
Cassel severely to task (Xrealise on Money, VoL.l, pp. 188-9). This misapprehension amounts to 
equating the volume of money with demand. Lord Keynes in therdevant passage of his speech 
explains that the piindple of muldbteial dearing means a generalization of domestic banking to 
.the international fidd, this converting hoardiiig into lending arid preventing dejhtion. But the failure 
of the clients of the banking system to use their deponts, i.e. the fall in dieir efieedve demand, 
does not increase the cash reserves of the banking system; hoarding of bank deposits can only be 
'offset' if there exists an outside body, i.e. the central hank, whidi creates new cash and either 
induces entrepreneurs (in some of the ways mentioned in earlier contributions) to increase their 
outlay, or if the Gpvonment increases its outlay. Correspondingly on the intemationa] plane 
there must exist an 'outside' (supemadonal) body which creates new intemadonal cash whenever 
international effective demand flags, md this body must induce a country or a group of countries 
to'use.^this newly created cash and thus convert it into effective demand. The automadstn pos- 
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such schemes enable it to offiet the decline in total (home and foreign) 
demand for its output by indreasing home demand. Su^ch offietting 
internal measures, if not accompanied by increased protection, must, 
as we have seen, lead to a continued accumulation of adverse b dances. 
If, however, sufficient liquid reserves acceptable to all countries in 
discharge of international debts can be created for and drawn upon 
by member countries in need of them, these countries would%e able 
to maintain their total effective demand (by increasing home demand) 
until the emergence of a sufficiently large surplus in the balance of 
payments of, or -internal cyclical factors in, the originally depressed 
country would restart expansion. . . 

If this type of scheme is adopted it can be successful only if the 
amount of reserves available to member countries in case of heed is in 
all circumstances large enough to permit the continuation of the full 
employment pohcy by all countries who so desire, during any depjKS- 
sion that is likely to develop in the countries not adhering to a full 
employment policy.^ The sixe of tiie reserve is the determining factor, 
as such schemes do not provide a mechanism for the continuous 
redistribution of the reserves, if disequilibria sterilize them in any one 
country. They are not ‘public works’ schemes but ‘central banking’ 
schemes. The required volume of liquid reserves will depend: 

(a) on the importance of -the potential areas of depression in the 
world economic system; 

(b) on the possible maximum severity of their depression; 

(c) on the effects of the depression (and their economic policies 
followed in a depression) on their balance of payments. , 

The larger the share of the area of potential depression in the money 
income of the world at current prices and exchange rates, the greater 
their potential instability, and the stronger their bias to develop export 
surpluses the wider must be the limits for the creation of additional 
reserves.® The size of the total means required for the successful working 

tulated by'Lord Keynes Js non-existeiit. If cotild be created only by a scheme shnilar to that 
outlined by Messis. Schumacher and Kalecid in die Supplement to the Bulletin of the Institute 
of Statistics, Neii^Piafis/urlnferaa/iPBaJ Tw*. 1943. Cf. below. _ - 

* The intemd stability of the system (e.g, the fieidbility of wage rates, polidcal condidons, 
etc.) will be the-dedsive factor in tliis respect. 

* This condemns the successive plans elaborated by British and American expem first in- 
dependendy and joindy on post-war monetary reconstruedon. The text of diese plfiis has been 
published under the dde. Proposals for Jnlentalional Clearing Union (Cmd. 6437, April T943), 
17.S. Proposal for the Untied and ^ssodated Nalioni StoUIization Fund (reprinted by H. M. 
Stadonery Office, 1943, and the Joint Statement of Experts already quoted). For a doseranal^ 
see New Plans for International Trade (op. dt.) and an artide by the present wriw in the Political 
Quarterly (1943). The Joint plan has been ffiscussed by Mr. E. F. Schumacher and the present 
author (Bidledn of the Insdtute’of Stadsdes, Oxford, Vol. 6, p. 8). All these plans fix a maximum 
limit for the fund without a dose analysis of.tHe likdy size of balances which wotild arise if 
member countries continued their full employment policy while others were depressed. 



j The International Aspects of Full Employment i6i 

of a srTipni p of diis type is dierefbre a function of" the future home 
employment of the commercial and of the international lending policy 
of me countries whichare parties of the agreement. A currency agree- 
ment of this character cannot safely be negotiated in isolation, irrespec- 
tive of agreement or otherwise on poHcies which affect the size- of 
the possible balances with which die scheme is to be called upon to 
deal. , , 

The working *of the scheme will, it must be remembered, mitigate 
the depression in the unstable area as the export surpluses, which it 
permits, have the same effect as home investment. It wiU, therefore, 
depend on jhe quantitative relationship between foreign trade^ and 
that level of home investment which is necessary to obtain full employ- 
ment in the potentially depressed area, whether an export surplus due 
to depression is likely to reverse or merely to mitigate the 611 in efiec- 
tivo.demalid in the unstable area. But even if ‘export surpluses are 
insufficient to restart expansion, they will speed recovery. 

To allow depressed countries to run up export surpluses which would 
permit the maintenance of .full employmentpohcies everywhere, has the 
drawback that ffie cumulative debt balances would he ffistributed hap- 
hazardly. Unless they are periodically forgiven they would tend to 
force mature^defidt countries to adopt deflationary polides, as such 
countries will not in the long run tdierate a growing indebtedness, 
however vagufe the obligation to ‘repay’ these ‘cyclical liquidity’ 
debts. . 

. Steps against deliberate attempts by smgle countries to indulge in 
inflating effective demand beyond their productive power, widiout 
voluntary agreement to obtain foreign loans, must be taken as soon 
as the whole system is in itself fully employed, for the continuation 
of true inflation in any one country then would tend to result in infla- 
tion of the whole system. As long as a large number of member 
countries are unemployed, however, the expansionist policy of a mem- 
berr:ountry will merely help to re-employ idle capadty in the depressed 
countries. It would, therefore, not force diem to forego any productive 
opportunity.* In the absence of full employment’ and in the absence of 
full employment polides, the countries with excess capadty have litde 
reason to complain of an.expansionist, or even ‘inflationary,’ policyin 
other countries. 

j 

^ This, again, will d^end on-the relevant income and price elasticities of demand and supply 
■n the depressed area and the full employment countries, respectively, and the inirial position of' 
he balance. Cf. Mrs. Robinson, Essays, pp. 193-5, and above p.T42 et seq. 

Foreign investment leads to 'inflation' in the borrowing country but-this 'inflation.* if the 
breign loan was wdl conceived, is matdied by an increased productive capacity. 
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Tile Ecotiomia of Full Employment 
The Equilibrium Approach 

The drawback of the ‘liquidity’ sdiemes. which leave b^ances to 
accumulate, have led to the elaboratioh of schemes which consciously 
try to deal with these balances without fordng any of the memba 
countries to discontinue its full employment policy. They attempt to 
achieve consciously what the ‘classical’ gold standard theoretically was 
supposed to — ^but never did in fact — achieve. f 

(i) .The most logical and effective of such possible schemes— elabor- 
ated by Messrs. Schumacher and Kaledd* — creates not only liquidity 
but demand. It creates it in that area of the world where it is most 
needed — ^in the immature countries — ^by granting themloans and placing 
at their disposal liquid funds created jfor die purpose by/m Tntpmatinniil 
Investment Board. This demand is canalized toward those countries 
which have a defidehey in their balance of payments which they Tjush 
to readjust because, being ‘mature’ countries^ they must not rdy ot 
fordgn loans for capital development. 

In this way, additional world demand is created which permits the 
restoration of die equilibrium in the balance of payments of fully 
employed mature defidt countries. Without this hdp these countries 
would have to cut their purchases abroad, thus causing a depresrion 
elsewhere. THiis solution is fer more complete than the ‘liquidity’ 
approach in so far as the cumulative ‘induced’ defidts due to the 
depression of a large ‘mature’ country would be canalized to under-" 
devdoped countries. These cotmtries would use the supplies so 
obtained to increase their productive capadty. The medianism of 
long-term lending would be restored in an improved form. Defidts 
in the balance of payments of folly employed countries induced by the 
‘depression’ in odier countries not maintaining foil employment, w^d 
be wiped out if they were not needed for accderatingcapital equipment. 
Full employment would be maintained by diverting products towards 
those countries most needing them: products which, without this intd- 
vention, would not have been produced.® 

^ Neip Plans for Inlemalhnal Trade, op, at, ’ , _ 

• The International Board ■will theiefore only utilize or devdop resources whidi would other- 
wise not he utilized. It should be noted that, in view of die vast discrepancy in the stmdaid 
of life between di&ient countries, especially after the war, this method is not a sufScient answer 
to die problem of intemadonai investment. Intetnadonal lending beyond diTO limits, however, 
would necessitate rcstricrion in the immediate consumpdon of the rich countries and must there- 
fore be tmdertaken (with or without the intermediary of an Intemadonai Investment Board) 

' by a conscious policy of coUaboradon of the rich arid poor countries. 

Cf., however, above on the treatment of 'autonomous* disequilibria.^ The aistence of an 
Intemadonai Investment Board would even in this case prevent the partial readjustment 
deteriorating into a general defladon. Hie ‘mature’ defidt countries must co-operatein providing 
_ exports at compeddve prices. (Cf. Neto Plans, op. dt, pp. 35-6.) 
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(ii) An alternative approach— wMck seems to have hem envisaged 
by Lord Keyjies in the original form of his scheme — would he to insulate 
the world economic system compulsorily from the consequences of a 
slump in any one country hy forcing that country to imdertake 
readjustments. This approach would demand that the surplus country 
should automatically appreciate its currency, and/or that it should 
increase the foreign import multiplier cither by way of reducing tariflS 
and other impemments against imports, or by increasing the level of 
its money wages.^ Alternatively, it might be suggested that foreign 
claims, if these have come about as a result of the internal deflation in 

. . the creditoi; country and not the conscious granting 'of- long-term 
i',: . loans, should be periodically wiped out.® 

Either scheme could, in fact, work. They could largely neutralize 
! the effects of a slump in ope country' on the world, or would at least 
. ■redtice or TOpe out the surplus resulting from the reduction of Effective 
• ! home demand on the balance of payments.® But the first alternative 
would automatically aggravate the depression in the surplus countries, as 
it would eliminate the improvement in the balance of payments, which 
had arisen as a result of the slump and which tended to offset the fall 
in die effective demand in that coxmtry. If the depressed country does 
riot increase home demand, by deficit spending or otherwise, the 
vicious deflationary spiral might continue and thus necessitate further 
•doses of the same external readjustment, each of which would give 
furier impetus to internal deflation. The second method of forgiving 
surpluses would be opposed not merely because it could be claimed — 
unjustifiably® — that goods would be ‘given away’ but also because it 
increases the internal national debt of the surplus country.® 

(iii) The international problem of full employment could con- 
ceivably be solved on the basis of the gold standard. A favourable 
balance of trade represents, from the point of view' of the surplus 

^ Cmd. 6437, pp. 8-9, Sec. 11/9, and pp. 10-11, Sec. ni/7-9. THese suggestions -were'dropped 
in the Joint Proposals. , . 

® Cf. H. Peis, Foreign Affairt, 1942. 

’ If fixed foreign claiins on other countiies in terms of its own currency — e.g. interest — 
represent a large fraction of the total balance of payments, then an appreciation of die currency 
may aggravate the problem rather than help it, if the countervailing measures increasing the 
foreign trade multiplier do not more than offset this effect. 

* Unjustifiably if the alternative to the export surplus is unemployment. Indeed, in so far 
as the. export-surplus will, because of its multiplier effect, increase home demand its social cost 
would be negative. 

' The British Scheme' tried to meet this last objection by limiting the size of additional liquidity 
quotas to be granted to would-be debtors. If quotas are limited to such an extent as to appease 
die would-be surplus countries, the danger arises that their volume tsdU be feed so low as to 
lead to their exhausdon at the first severe depression. The scheme would fail in the sense that 
it will no longer enable the maintenance of full employment. For a discussion of the actual 
scheme, c£ my atdde and Supplement No. 5, op. dt. 
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country, investment. Equilibrium could still be mainfainprl jf ^ 
value of newly produced gold in deficit countries were fxacdy equs 
to the fevourable trade balance which the surplus countries wish t 
maintain for mtemal reasons (i.e; because they wish to maintaii 
employment by an excess of exports over imports); Gold productia 
and export by the rest .of the world would represent an expprt of 
commodity the elasticity of demand for which is infinite in the surpk 
countries. Theoretically, therefore, a general revaluation of gold migli 
provide the United States or other eiqjort surplus counpies with th 
necessary quantum of liquid assets they wish to obtain agamst export 
There will always be a price of gold at which equilibritfm must b 
rrached. Such an increase in the price of gold might represent a mal 
direction of the productive effort of the world, but it would obviotisl 
be preferable to misdirect marginal effort ihan to have a genen 
unemployment problem which would represent'a fer'greater loss.»-I 
practice the difficulties in the way. of this, what one may c^ trul 
laisser-faire solution, are at least'as great than in the way of a planne< 
equilibrium solution. The banlmg structure of the would-be credito 
countries is based on gold, hence the influx of gold would result in 
multiple increase in the potential liquid funds. It is probable' that th 
government of the surplus country would try to sterilize the goldMus 
This would necessitate an increase iii die internal debt of the surplu 
country which might be felt to be intolerable in the longer run. Aj 
attempt to appreciate gold and enforce equilibrium on the would-b 
creditor countries by way of an appreciation of their currencies ani 
an increase in the value of gold production would hardly be acceptable 
An attempt to do so would probably lead to a demone^tion of goL 
and consequendy to a break-up of the international currency systeti 
and ihe establisliment of complete bilateralism. 

This brief review of the possible methods of solving the problen 
of maintainin g full employment in the framework of multilateral^an( 
nondiscriminating foreign trade without full agreement on the part ofal 
countries to maintain-;foll'cmployment and to tackle die problems o 
international economic relations in a spirit of continuous collaboratiot 
shows that these various economic methods ■will allow countries t( 
pursue a full employment policy while at the same time maintaininj 
multilateral trade. The plan proposed by Messrs. Schumacher ani 
Kalecki would also ensure the maximum economic progress, vnthh 
the limits set by the fact that full agreement on internal policies is no 
practicable, and that therefore cyclical fluctuations must be expected t( 
continue in some countries. That scheme would cahalke supplie 
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where they are most needed and for the purpose they are most needed. 
It would at*the same time maintain international liquidity and thus 
enable all participating countries to pursue a foil employment policy. 


IV. FULL EMPLOYMENT WITHIN A REGION 

• 

It is possible tjiat in spite of its patent advantages, no agreement safe- 
: g uarding foil employment policy in the world economic system as a 
wholeorinsinglecouhtries.canbeconcluded. Single countries, it is said, 
will then be foced with a dear alternative of either taking by them- 
selves protective measures lest the worsening of their foreign balance 
should prevent the continuance of their foil employment policy, or 
resigning thenfeelves to the repercussions of business cydes originating 
in the m<jst unstable parts of the world economic system. It is often 
ai^ed that the losses imposed upon a country by autarky would be 
far more severe than the gains which could be derived from following 
a unilateral fuU employment policy which would necessarily interfere 
with the free exchange of goods. This contrast between freedom of 
trade with high’ international productivity and full division of labour 
and complete national exdusiveness, if countries refose to accept an 
international scheme, however incomplete, is for too crude to be con- 
vincing. Moreover, it begs the question in some important respects. 
Firsdy, it is likdy that the same influences which drove the world 
towards economic selfrsuffidency will inevitably reassert themsdves- 
in a free multilateral system as soon as any one major country experi- 
ences an internal depression, and tlius endangers the full employment 
pohcy in other countries. Each new dose of protectionism, as such, 
will be justified at the moment when it is introduced, on the grounds 
that it wards off otherwise threatening unemployment. ’ As part of the 
increase, in effective demand would come about as a result of the 


establishment of industries which could not survive without protection, 
the protective measures will never be fully dropped in the subsequent 
recovery. Protectionism wfll be extended further and further as each 


depression forces new defensive measures on all countries. It will 
therefore be increasingly difficult to' evolve a new international system 
which m^ht combiliethe international division of labour with stability. 
Thus the fruits of a general programme of multilateralism entered upon 
without s^eguards for countries aiming at stable full employment are 
not likely to be considerable; the disadvantages might be serious. 

Secondly, the argummt implicitly assumes that a country imwilling 
to enter into a world-wide multilateral system would necessarily have 
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to fall back upon-itsdf ■ahd follow a completely autarkic policy. Ih 
fact, as we argued above, ibis may happen if a muMsteral scheme 
breaks down, and under the str^ of the crisis, short period- measures 
are token preventing the evolution of stable regional systems. All like- 
minded countries who believe that it is within their powers to 
foil employment and steady progress by appropriate polides— or at 
least.are willing to enter into other arrangements whjeh safeguard the 
stability and internal freedom of action of other members of a non- 
world-wide multilateral system — have much to gain, and litde to 
lose, if they promote intensive international exchange of products and 
services between each other. So long as each member country does not 
foster exports as a means of its employment policy, or at least does so 
under safeguards (i.e. planned foreign lending) wMch prevent iffrom 
absorbing a quantitatively limited supply of international, liquid re- 
serves, there 'is no rational reason for national exclusiveness and'for 
limited bilateral agreements between member countries. Moreover, the 
pobdcal situation within each country changes in fevour of inter- 
national exchange.- At foil employment, the deleterious efiects of a 
protection become dear; in an unstable system they are veiled by the ' 
fact that the only possible alternative to effident production may be 
unemployment. 

If, foen, a coimtry capable of providing large-markets ofiered to enter 
a multilateral agreement on the basis of agreed foil employment 
polidcs or of an equilibrium scheme of the type discussed above, it • 
might find willing partners. The same aim could be achieved by a 
regional grouping of smaller and less naturally sclf-suffident national 
economies. The dialectical device of contr^ting extreme alternatives , 
is, therefore, niisleading. 

We shall in the following discus {a) the policy to be followed by 
such regional full employment blocks and its internal ahd inter- 
national implications, espedally the advantages to be derived firom 
-adhering to such blocks as contrasted -with an imperfect multilaterd 
.. agreement unable to eliminate business cydes, {b) the question of their 
relations to unstable areas.. 

‘ (fl) .The policy of discriminating multilateralism 

A regional block devoted to the maintenance of full employment 
could be organized in two ways which (in analogy to political tCT- 
Tm'n nlngy) could be Called the federal and confederative solution. 

A federal sdieme would presuppose a fer-r^ching agreement be- 
tween its constituent units, not merely on maintaining full employnhent . 
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in the sense of avoiding the social evil of mass unemployment, but also ■ 
on the purpose to which the full productive effort of the population 
is to be devoted and the means which would have to be employed. 
Accordingly, supemational executive organs and representative— par- 
liamentaiy — organs, controlling and supervising the executive, would 
have toibe evolved to decide on the internal policy of the federal block. 
Agreement wouJ 4 have to be reached in particular about the principles 
according to which intra-federal consumption and investment is to be 
managed with respect to the constituent units of the block. Such 
intimate collaboration may be successful between countries whicli are 
on the -Vhele complementary rather than competitive and wliich 
have similar politied and social backgrounds. If such a federal 
solution is arriW at, the regional block can be regarded as a single 
country.,, 

'The confederative solution entails less, intimate collaboration. It 
restricts supemational regulation to the minimum- So long as con- 
stituent units are willing to subscribe to a full employment policy, or 
alternatively to parridpadon in a substitute scheme discussed above, 
maintaining intra-confederate economic equilibrium, they can retain full 
liberty in dedding internal e'conomic and sodal policy. Its members 
could, if they so desired, evolve over limited fields common planning 
of the production and redpro'cal exchange of goods and services. But 
they would not even be forced to do that. 

Ih both cases, however, their economic relations with an unstable 
outside world, unwilling to enter into satisfactory multilateral agree- 
ments, would have to come under direct control, if the immunity 
of the area fiom sudden slumps is to be safeguarded. It would have to 
negqtiatfi with outside counpies as a unit. The proceeds of agreed 
imports into die area fiom the world outside could be spent anywhere 
within the area. The proceeds of ^reed eicports by any member of ‘ 
the block could be sold to any other member of the block for its use. 
A principle of controlled multilat^alism would thus be introduced ’ 
which would reduce restrictions on the use of the proceeds of foreign 
trade to the minimum while safeguarding the liquidity and thus the 
full employment policy of the area as a whole. , 

The relative scarcity of foreign commodities within the block will 
depeml on the ease with which they can be procured. If the . ‘full 
.employment’ ar% is large and consists of territories with varied natural ■ 
resources the dependence on products outside this .area may be small, 
'the cost of replacement of such commodities by substitutes available 
or potentially, available within the territory may in many cases not-be 
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great. The relative independence •will, in this case, put the full employ- 
ment are4 in a strong position in obtaining suppHes fiftm countries 
outside the area. If, within the area, considerations of stability have 
induced the authorities concerned to retain some of the war-time 
controls over the production and distribution, of primary products 
(whose prices are subject to violent fluctuations because of th» relative 
price inelasticity, both of their supply and of the denjand for them) or 
replaced these controls by the establishment of buffer stocks, these 
control organs will have to he charged with the control of the imports 
of these commodities and their substitutes. These controls or pools 
can be charged with more positive tasks not merely in promoting the 
balancing of international accounts but also in securing supplies at 
favourable terms for both producers and consumers by hulk production 
schemes within the block.^ ’’ , ^ 

We must, however, especially in the shorter run, envisage a inore 
unfevourable possibility. If the area of full employment is less naturally 
self-sufficient than that of a wide union, its Govapment or Govern- 
ments will find themselves confronted with a more serious bottleneck 
of imports. This bottleneck will be tighter in slumps abroad than in 
booms. Unless there is direct control over not merely the import but 
'also over the distribution of foreign (primary) products, the relative 
shortage of material might, and probably would, lead to speculative 
wi^olding and with it to cumulative price-movements. It wjll depend ' 
on historical, quantitative, conditions whether mere internal quote 
relations of suppHcs, together with appropriate price-policies, will 
suffice to avoid speculation, or whether further measures sum as 
rationing of the ultimate consumer will become necessary. If the 
scarcity of foreign supplies makes itself abruptly felt (e.g. because of 
the boom outsit the area) and if it was an important raw material it 
may be necessary to control not merely the foreign suppues but also 
the home substitutes. A sharp depression in an extended area with 
which the full employment area is in intensive exchange relations may 
well, in die short run, before readjustments have been made, demand 
fer-reaching controls if employment is to be maintained and the terms 
‘ of trade are not to deteriorate.' 

In the longer run, the full employment area will be able to take steps 
which render irksomely strict controls unnecessary. Two escape routa 
are feasible, which can be used in suitable proportions accordmg to the 
special dreumstances of the case. - The first is the accumulation of 
stocks by the Government, or under Government control, in times 
^ Cf. above, pp. 148 and 150-7. 
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(^hen die'balance of payments permits it without strain. The second 
is to replace foreign products by home produced substitutes. The 
investment necessary for this purpose. can be provided by using the 
unemployed thrown out of work by. the slumps in the outside world. 
If this is an alternative to unemployment or to a serious worsening of 
the tenrip of trade it will represent a relative gain. These considerations 
also show that the membership of a regional full employment block 
presupposes specific obl^ation on the part, of its members not to change 
abruptly dieir economic relations with each other. Whether these 
are controlled directly or indirectly does not make any difference. 
Abrupt changes wduld force other countries to further sudden altera- 
tions and the disturbance so created might cumulatively destroy stabil- 
ity. The fact that die members of the Uock will be able to maintain 
fim emplo^ent eliminates the need for such !beggar-my-neighbour 
polities.’ 

The degree of instability abroad and its consequences on the terms 
of trade and employment in the block bn the one hand, the difference 
in comparative cost in the block and abroad, which determines the gain 
from international exchange, will indicate whether the second, and 
more drastic, and permanent method is to be utilized and to what 
extent. General statements about Ac advantage derived from foreign 
trade usually do not specify the assumptions which arc implicidy 
' made when it is claimed that the optimum employment of factors 
can always be achieved by ‘free’ trade. 

Even more important are the differences between the direct and 
indirect methods of influencing foreign trade in relation to the possi- 
bility of controlling the distribution and use of imported supplies. Tariff 
protection does hot permit an alteration of the price mechanism as the- 
basis of production or distribution. Direct regulation of imports can, 
if necessary, be used for thedirectregulationofpricesand consumption. 
The potential control over a strategic point of the economic system 
might be essential if imports constitute the ultimate botdeneck in the 
expansion of production. 

A word of caution, however, is necessary at this point. The direct 
control of imports and a conscious stimulus to exports involves not 
merely legislative regulation but administrative discretion in matters 
' which affect the economic position of the citizens of the State. It was 
the disbelief in the competence and honesty of the Executive and ite 
*'capacity to withstand the selfish designs of pressure groups which led 
the more sophisticated of the older generation of economists to declare 
themselves for Free Trade for an advanced coimtry like Great Britain, 

M 
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though they saw the possible advantages of protection. The subdei. 
more flexible, and hence the less bound by internal legisbition or mter- 
national treaty, protectionist measures arc, the graver the possibilities 
for frank abuse. Apart fiom political pressure to obtain unnecessary 
subsidies or protection (in the sense that production could condnue at 
the existing level of prices if the industry were reorgani2ed) aijd so sus- 
tain inefficiency, there is an acute danger that the suggested mechanism 
will be used not so much to smooth transition as to resist change, how- 
ever advantageous it would be for the community as a whole. It-is 
also probable that, unless monopolistic practices are curbed by an 
cficctive direct control, protection will result in an infreasc in the 
degree of monopoly and the stimulus to employment will amount to 
no more tlian the creation or inereasc of excess capadty. 

If monopolistic interests dominate the State, both tariff-protected 
multilateralism, and controlled foreign trade ^vill lea 4 to undesirable 
ends. But wliilc ‘free’ trade in its novel sense, i.c. tariff-restricted tirade, 
docs not permit effective action to prevent abuse, controlled trade 
might provide the weapons— if there is .die will to use them. 

Wc have seen diat the dilemma between fiill multilateralism subject 


to economic fluctuations and extreme national autarky-is misleading. In 
the absence of a satisfretory world-wide multilateral scheme, the full 
division of labour (wliich is always implicidy assumed in the argumen- 
tation of the protagonists of laisser fairc) wm not be restored, ffideed, 
a greater exclusiveness might be enforced. The case for discriminatory 
multilateralism’ is strengthened if we consider that it is by no meam 
true diat a world-wide ‘non-discriminatory’ multilateralism would be 
equivalent to a full international division of labour with an adequate in- 
ternational scheme to maintain of at least permit full employment 
There is, for example, no question of abolishing existing tariffs, ^d 
without a home full employment poh^ the same reasons, for whira 
additional protection in times of crisis is justifiable economicaUy, will 
prevent a relaxation of these protective measures. agreements 

will prevent the recurrence of competitive national isolationism, i.e. 
autarky in areas far more restricted geographically and cconomc^^ 
dian regions. The ‘extra’ loss between regionalism and world-^de 
muldlaterjJism, is therefore further diminished. Indeed (/ tariffs we 
liiprb if the newly created regions are ^vide, and i/intra-regional r<stnc- 
tions are relaxed, as can happen if M employment is rn^tmed. the 
loss will certainly turn into a net gain. A system of mdfrcnmmately 
restricted’ trade will render impossible any conscious and contmuous 
planning of economic development by any country or a group oi 



, The International Aspects of Full Employment 171 

countries, and -will prevent them from maintaining anything approach- 
ing full employment in the free of fluctuations abroad. It is nevertheless 
obvious that a less than full world-wide division of labour does in- 
fringe the principles of comparative costs. It is also true that the 
establishment of small exclusive areas of planning, especially if planning 
means jjjrotection for existing vested interests to establish monopolies, 
might certainly r^ult in a fall or the prevention of a rise in.the standard 
of life which cannot be offiet by however full employment. We 
shall therefore have to consider how the policy advocated in this 
paper is affected by these argiunents. 

The problem of the probable grins derived by the world economic 
system as a whole and each of its constituent units from international 
trade has not rrt:eived adequate attention since the application of the 
general theory of effective'demand and tihe dieory of imperfect com- 
petition rendered earlier contributions to the question obsolete. Inten- 
sity of international as contrasted to national exchange of goods cannot 
be regarded as a desirable end in itself by a country* which pursues 
a full employment policy. Contemporary references to the desira- 
bility of maximizing international trade are, at least sub-consdously, 
too often based not on the wish to achieve a balanced exchange of 
goods but creating employment through export surpluses. A balanced 
exchange of goods and service, as such, does not create employment. It 
increases productivity. ‘The case for a large volume of international 
trade rests on the different endowment of nations in respect of national 
resource h uman skill and equipment’^ It enables a covDiry to obtain 
goods by ofiering for them other products and services which cost in 
terms of effort less to produce than commodities which are obtained 
in exchange. The greater the area of internal trade, the more varied its 
resources, the less can be gained from such ‘indirect’ acquisition of 
supplies. 

. Preferential or total customs unions or blocks, tiierefore, must be 
studied from the point of view of how frr they increase efficiency 
within the block and in the world as a whole. Nor must it be forgotten 
tliat what might be desirable from the point of view of the world as a 
whole is not necessarily desirable from the point of view of^any one 
of its constituent umts. The original theory of foreign trade was 
an application of the conditions of pure competition to the relations 
between countries, i.e. it was assumed that'a'country could not affect 
the international terms of exchange by its policy. This a priori excludes 
the problem. If, however, tariffs are enforced or other protective 

1 TTie Future of IntermUouil Trade.’ Professor D. H. Robertson, Economic Journal, 1938, p. 1. 
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measures taken, die exchange of goods between countries can obviously 
no longer be assumed to yield results wjiich would originate from 
perfect competition between countries, even if perfect competition con- 
tinued within each of die separate units. The demand and supply of a 
sizeable number, if not most, individuals widiin these countries is then 
affected, thus the demand and supply of the country as awhole/:liangcs. 
It can no longer be assumed that those countries^ are in Hie same 
relationship in respect of all commodities wliich they export or import 
as individuals in a state of perfect competition, Le. diat they cannot 
affect relative price levels of the world system outside. They will be 
in a position- of a monopolist, and will be confronteA widi.- falling 
demand curves. The exchange ratios at which it can obtain foreign 
products for its own goods and services arc no longcf independent of 
its own trade policy. The simple formulation of the principle of 
comparative costs will accordingly have to be modified. Any attempt 
to exploit this position, however, will result ceteris paribus in an increase 
in its real costs, die gains arc subject to retaliatory action. 

Apart, however, from die possible gains of a transient nature 
resuming from exploitation, dicrc arc other more fundamental factors 
whidi suggest that the probable gains from a ‘free’ international 
exchange of good arc likely to decrease while its disadvmtagcs (unless 
international agreements of the far-reaching character discussed above 
arc arrived at) arc likely to increase. 

It is not possible in diis context to' analyse those structural and 
dynamic changes and trends. They can be classified under several 
heads: {a) die trends narrowing die differences in comparative cost due 
primarily to tcclmical progress and the increasing importance of die 
secondary and tertiar)' industries; {b) the growing disaepmey between 
optimum output and the structure of production resulting from the 
‘interplay of market forces,’ (i) due to uncmplo^ent, (ii) due to the 
increase of risk associated widi foreign trade, (iii) due to potentiahUes 
of planned development of poorer areas stifled by ‘free trade (imper- 
fections due to size), (iv) due to monopolistic competition and iC 
consequences on location and mcdiods of production, (v) due to the 
quantitative aspects of post-war r^djustment. 

These reasons favour (in die absence of full international agreement 
on a satisfactory basis)' the formation of regional blocb adhering to 
full employment and planned development policy. 

A special problem is posed by international capital movemmb. In 
diis respect the character of die organization of die area vvill be ot 
considerable importance.^ If a federal type of organization is adopted. 
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no intxa-block problem of capital movement will arise. The whole 
investment programme of the area being controlled aU intra-area 
transfers will be eo ipso controlled. If, however, a confederative or- 
ganization is established, tie problem ofintra-block liquidity will have 
to be dealt with on the basis of an equilibrium scheme of the type 
discussed above.^ 

Capital movements within a confederative block, other than those 
agreed upon on the basis’ of planned inter-block liquidity, as well as 
aU capital movements between a fidl employment block and the out- 
side unstable areas, must come under direct control by hcence. 

The economic defence of the freedom of capital movement is based 
on the argument that capitalists will choose to invest in areas and .outlets 
where returns ate the highest. It is taken for granted that if this con- 
dition is fulfilled the real productivity of capital will also be at its 
maximum. Any interference with the free flow of capital, it is argued, 
would not only liinder economic progress in backward areas and thus 
constitute' a discrimination agrinst the poorer countries, but richer 
■countries’' would also be. acting against their own interests smee they 
would receive a smaller return on their investment. 

This argument completely neglects the existence of the business cycle 
and the causal connection between it and capital investment. The pro- 
cess of fore^ investment was not, as the underlying assumptions of 
this theo^ would have it, a transfer between high and low return 
countries, but an almost simultaneous wave spreading over the world 
and resulting in cumulative movements everywhere, which having 
seemingly justified themselves, lead to a cumiiktive instability.® 

The classical theory, furthermore, assumes ,lhat pure net returns are 
more or less equal or at least proportionate to gross overall returns 
irrespective of national areas, and that they depend entirely on the 


^ Cf. page 162. The intetmediate inteinational equilihiium would have to be safeguarded by 
enabliug mature defidt countries to balance their current account The devdopment of the 
poorer areas within die block"with the aid of long-term foreign loans from the ridier areas at 
favourable rates would be in harmony with this concept. Further collaboration would, however, 
be needed, especially in periods when the unstable coimtries within the block experience booms, 
to ensure that the fordgn capital supply should not be suddenly cut off. A steady basic flow of 
foreign investm&t must be assured. An altemadve to sudi sdiemes woidd be a stricter co-opera- 
tion between the members of the block in order to create over-full employment in potential 
surplus countries, i.e. to increase fhdr eSective demand beyond the levd which can be fulfilled 
by the productive capadty of those countries. It is probable that a reform of the economic 
system 'will render poorer areas less dependent on fotdgii capital than in a system where indus- 
t^izadon is exdusively based on voluntary capital accumulation. Total capital autarky 
within the block or of the block iuelf is not necessary or desirable in a system where capitd 
movements are regulated. ' - 

‘ A more comprehensive treatment is to be found in an article on 'Some Theoretical Problems 
..of Fordgn Investment,' Oxford Economic Pagers, 1944. 
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relative capital intensity of production and tend to be equalized by’ 
competition. These assumptions, however, .give an incorrect picture 
of the present position. The internal rigidity of the economic system- 
has increased substantially; competition, moreover, is imperfect. In 
consequence, returns from investnient can .hardly be regarded as an 
index of the scarcity and productivity of capital. They are influenced 
much more by the degree of monopoly in industry. Economie and 
social policy which prevents monopoly exploitation and/or attempts to 
redistribute tlic national income consciously in order to- stabilize 
effective demand, will reduce net private returns on capital. Pro- 
gressive economic and taxation poHcy would therefora be defeated 
by creating an adverse yield di&rence (or anticipated difference) 
between die areas in which it will be pursued and the dutsidc world. 

If die Government dicn maintained both the rate of interest and the 
rate of exchange, die country would be denuded of its Hqmd resefves, 
while at die same time an easy and possibly profitable escape would be 
opened to die entrepreneur refusing to maintain, real investment. 
.Without strict control of capital exports supported by an effective 
control of all foreign payments, whatever their origin, a policy of full 
employment must fril in a world where all countries sxt not resolved 
to subscribe to similar internal programihcs. The control of capital 
movements is not possible \wthout control of all transactions with 
foreign countries. The aim of die control could easily be fiiistrated 
by manipulating import and export prices as well as conditions of 
credit at wliich sales and purchases take place. If devaluation is regarded 
(falsely) as a main weapon of currency management, even the timing 
of exports and imports will have to be controlled to prevent speculative 
attacks on the currency. 

[b) Relations with the Outside,Areas 

It has been argued above that, in the absence of general monctarj' 
agreement, countries wishing to maintain unilateral full empIo)TOent 
will find it necessary to apply direct control over their foreign trade in 
order to adtievc a given readjustment of their balance of foreign pay- 
ments. From die. point of view of the competing foreign exporter, 
the cause of any reduction of the price of the competing products by 
the deficit country is a matter of indifference. Given the extent of 
readjustment wliich is necessary, the method of readjustment differs 
merely in that die burden of the consequent losses fill on different 
shoulders, but it is by no means certain that if most of the burdens are 
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dirust on the country which is under the necessity of efiectirig the 
readjustnientT-i.e. through unemployment or through the worsening 
of its terms of trade — the unfavourable repercussion of the other coun- 
tries will be minimized. In fact, as long as there is monetary instability, 
it may be argued that the greater the extent of readjustment, the greater 
the fall jn price, the greater is die likelihood of starting in the surplus 
countries a secondary deflationary spiral which eventually will have a 
more unfavouralile effect on the real income of the surplus countries 
than the readjustment .by the deficit countries. 

Tie problem of discrimination and retaliation evoked by it becomes 
important i£ the increase of exports of one country tends to cause 
unemployment'in another country. Thus the argument against export 
subsides and even depreciation rests on the fact that they are far more 
potent we^ons in this respeet than the increased efficiency in the export 
indQstiies or a decrease in wages which is necessarily piecemeal.^ 
Depredation and export subsidies diflfer Jfiom increased efficiency 
only from the point of view of the readjusting country in that they 
involve a loss of real income because the worsening of the terms of 
trade is not ofl&et by higher output per head at home. If a readjustment 
of the balanca-of payments is inevitable, export subsidies financed by 
the Budget combined with some import duties or prohibitions, repre- 
sent the frircst method of distributing over the whole community, 
whilst at the same time minimizing die extent *of, the decline in real 
income originating from causes abroad. 

In spite of this fact, a sharp differentiation has been made between 
‘legitimate’ and ‘illegitimate’ methods ofreadjustaent. On die demand 
side direct control of imports or payments agreements are oudawed 
as ‘discriminatory,’ whereas unemployment and wage and other in- 
come reductions enforced by a general deflationary policy are adjudged 
‘legitimate’ (and if the tone of the comments.is taken into account even 
laudable). On the supply side, sharp exchange depreciation and sub- 
sidy arc outlawed partly as discrimination, partly as ‘dumping,’ while 
a cut of wages and the. charging of less than full cost by exporters is 
accepted as a legitimate means. In our opinion this differentiation is 
fallacious. It tries to represent as a moral code a realistic attempt to 
secure superior bargaining power for countries whose capacity tt 
invest abroad is high, because ffiey suffer from a tendency to expor 
surpluses as against countries whose bargaining power rests on meii 

^ Even the greater risk which depreciation or subsidies create around compe^g Industrie 
(because no one can be sure how far the weapon will be used and who could withstand die 
subsidized compeddon) arises from the quandtadve and not from, any qualitadve diSerence. 
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import surplus— i.e; on their capacity to absorb fordgn production, 
Pure ethics cannot be said to be involved. 

American -writers and the Go-vemment define as discriminatory an^ 
practice -which enables a variation of the supply price of any commo- 
dity competing -with U.S. exports according to die circumstance 
of sale if the -variation is made possible by subsidies or jnultipli 
■currency practices. It is difficult to agree that this term is^appHo 
able as long as aU buyers or potential buyers are treated identically 
Subsidies of fixed proportion (i.e. most subsidies of primary 'pro 
ducts in contrast -to subsidies on manufactured 'goods, which to b 
effective must be varied according to circumstances), e.g., are not lieli 
to be discriminatory. But even as> fer as the problem of dumpiu! 
is concerned grave ambiguities remain. There has bam no objectioi 
to, and no discouragenient of, dumping in any of die countaes adher 
ing to this definition to sales of products below fiJl cost. Nor has tlier 
been any objection to sales made possible by the feet that -wages i 
. certain exp6rt industries are , being cut. Yet there seems no lo^c 
reason to differentiate between a decrease in export prices made possibl 
pi thfr by entrepreneurs foregoing pto of their profits or by labou 
accepting less than ‘static’ efficiency wages. Export subsidies financed b 
the State merely spread the loss of real income suffered by theworsenin 
of the terms of trade over the whole, population. It has not been hd 
discriminatory -or dumping to promote exports by die gran&g .c 
long- or short-term loans, yet such loans would have the’ same effe( 
as export subsidies in promoting foreign sales and would have to t 
considered discriminatory against supplies who are not in a positio 
to forego the proceeds of their exports because they need imports an 
are unable or unwilling to use the excess of exports merely for ti 
purpose of stabilmng the level of their employment.^' T^e aeatio 
of imperfections in favour of the lending country by grantii^ finandi 
or -by direct investment inust logically be hSd as discrimint 
.to^ against exporting nations not ha-ving these connections as the lu 
of the bargaining power inherent in the capacity to piurchase firoi 

abroad. ■ . 

-Foreign trade measures afficting the demand for fordgn unpor 
are scrutinized much on the same basis.' Preferential tMiffs and 

• 1 In many cases the grant of credit, e.g. in the case of the U.S. the Export md ImportBanB 
is explicitly contingent upon the purchase being made .in tire county granting the CBdit' JJ 
even if such explicit discrimination in favour of the country’s exports is not practised, it is probat 
that the borrowing country will view with favour the export industrie of the lendmg count 
wii an eye for further fivours to dome, hr any case ^ort crests will t«d to turn the ten 
of trade of third countries aganst them, b Ait not disetiraination? 
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fortiori a diversion of purchases from the cheapest market measured 
by current gross rates of exchange are held to he discriminatory even 
if .undertaken on the plea of shortage of exchange on what is normally 
the cheapest market. On occasion die restriction by direct quantitative 
regulation of luxury imports in order to enable the pursuit of a poHcy 
necessitating the decrease of the propensity to consume foreign manu- 
fectures was objected to as discriminatory. 

The alternative to such control would be an increase in tariffs to 
prohibitive levels and/or a decrease in effective money demand by a 
pohey of deflation. Such measures would depress purchases in the 
same way 3s direct control of imports. There seems to be no logical 
groimd to differentiate between the curtailment of purchases en- 
forced by a dump and that enforced by government measures, i.e. 
exchange control enabling the country to pursue a full employment 
■ pc^icy inSernaUy even if conditions of foreign markets would prevent 
it from doing so if it was forced to permit the import of foreign 
(luxury) products. Non-inonetary general remedial action, e.g. 
steeply progressive income taxes or the institution of consumer ration- 
ing with respect to imported foreign commodities, might be politically 
■impossible. The importing country would therefore be forced to in- 
crease its exports in order to maintain imports and might be unable 
. to do so, or at any rate only on very unfavourable terms tantamount to 
a general decrease of the real standard of life. A definition of the term 
discrimination as excluding all steps to control directly the level oi 
imports irrespective of the level and character of nominal national 
money income would probably imply an abandonment of the policy 
of fid! employment in die absence of an international agreement. • 

The fear has been expressed that an attempt to organize consciously 
the production and exchange of goods and services would evoke 
retalktory action on the part of those countries which desire to m^- 
tain laisserfaire as the basis of their economic organization. 

Provided the full employment block is large enough and possessed 
of diversified natiolial resources, the risk as wdl as the seriousness oi 
the consequences of retaliatory-action by individualistic unstable surplus 
countries have been very much exaggerated. First of all, the possible 
monopoly and monopsony power of ahy outside country with respect 
to the exports or imports of the block would be small, as the cost of 
replacing exports or imports would not be considerable. It is, more- 
over, not in the least' likely that an outside coimtry would undertake 
the far-readdng reorganization of its internal economic system neces- 
sary to retaliate effectively. If it did, it would also be able to join the 
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full employment block and a rational'solution of the problem would be 
possible. 

Conclusion 

We may now sum up: i (a) Ideally a comprehensive and multi- 
lateral agreement and the maintenance of full employment on a world- 
wide basis should be attempted. Such , agreement would h'ave to 
comprise the planned development of backward arels on a regional 
basis, taking into account the possibilities of promoting economic • 
progress, provided by better technical knowledge and education. 

(b) Failing such a comp'rehensiye solution, schemes coujd be intro- 
duced which would permit single countries to maintain full employ- 
ment in spite of fluctuations in productive activity elsewhere. Only 
schemes which accomplish this task without involving a growing in- • 
debtedness of mature economic areas can, from this point of view, 'be 
considered satisfactory. 

(c) In all these cases the planning of the exchange of goods between 
countries as well as the internal policy of each of these constituent 
units must be safeguarded. Eadi of the constituent units must be 
enabled to exercise such control as they deem necessary over the export 
of capit^ and over their foreign trade. It would be essential, however, 
to. arrive at binding agreements that no country should use foreign 
trade policy in order to provide internal employment, i.c. that they 
^vill refrain from abrupt changes in their foreign economic policy to 
achieve export surpluses or a mitigation of adverse balances. 

2 (fl) Fai^g a satisfacto^ world-wide scheme of. a multilateral 
character the possible gains derived from unplanned multilateral ex- 
change restricted by tariffs are unlikely, even in the long run, to yield 
gains commensurate with the losses arismg out of a recurrence of 
international cyclical fluctuations and the encroachment on domestic 
planning and poUcy. This seems likely even if we disregard the likeli- 
hood that such cyclical fluctuations would, in fact, tend to give rise 
to increased economic isolationism much more unfavourable to a- 
rational, international division of labours than a conscious policy of 
regionalism.^ 

> It is morr thso doubtTuI dut the political constellation in the more important .countries would 
permit a fully international arrangement on the lines set out in this essay. The fact that rationally 
no disadvantage would accrue evdn to prospective surplus countries whose possible, or ratha 
probable depression, is likely to be midgated, is not necessarily an argument in favour of their ' 
'adherence. In part the resistance will come on account of inherenvideotogies whidi, though no 
longer radonaUy valid, retain thrir polidcal strength. Partly the resistance will spring from 
radonal modves. The coUeedvist members of the world economy would have no impulse 
to strengthen the rion-collcctivist part of the world econonue system for fear that this rener^ 
strength might at a subsequent date be used against them. They are likely, therefore, to ^ve 
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(b) It is unnecessary to emphasize that the loss from foregoing the 
potential maximum international division of labour by the formation 
of regional blocks (devoted to the pursuance of a multilateral inter- 
change of go6ds and services among each other, while at the same time 
adhering to a policy of full employment), would be the smaller, the 
larger js the block; with increasing size die block would have a fairly 
hi gh degree of natural self-sufficiency- In analogy to a world-wide 
scheme the block would have to possess a common Monetary Fund 
and an Investment Board. Members of the full employment block 
must, moreover, undertake not to change without agreement of the 
others their, intra-block economic policy (tariffs, quotas, etc.). 

(c) Small and poor countries are likely to lose most from a restora- 
tion of the uncontrolled action .of international market forces. The 
highly imperfect character of the international markets for manu- 
frdtured goods,' the high risk and the automatic acquisition of 
selling power in the lands of large economic areas will tend to stabilize 
their existent inferiority. Their internal investment, and hence their 
economic progress, would be restricted, and their employment policy 

. imperilled. 

(d) The relations of such economic blocks with the outside world 
vtiU have to be based on redprocaty, either of a monetary or a non- 
monetary character. Devaluation, as a method of adjustment in any 
full employment area confronted with unstable outside areas, does not 
safeguard fuU employment policy. 

(e) . The larger the block, moreover, the easier it would be to readjust 
any adverse balance which it had with other countries. Combmed 
with its power to grant stable and expanding markets on the basis of 
her planned economic progress, the block could secure advantages 
without exploitation, which would not accrue under perfect competi- 
tion for uncertain markets, and thus ofisetlosses, if any, originating from 
the limitation in the international division of labour. Any ret^ation 
against -the block will be less effective, the larger the block, for any 
restriction of her purchases would react sharply on the export indus- 
tries of any one cotmtry outside, .while, at worst, retaliatory action of 
any one country could, not considerably harm its own export 
industries. 

strong, suFP°rt to the most otthodox individualist ptgudiccs. Hie miUtandy individualistic 
nations, on the other hand, may he to some extent justified in rejecting any reforms, because sudi 
reforms would unquestionably weaken their influence internationally. In a rationally working 
system export surplus countries lose their dominance over debtors. Moreover, within these 
countries adoption of a fiill employment policy, thS worldly of which depends on the power 
' of the Government (which is democratiewy elected), tends to weaken the influence or those 
classes which arc economically strongest, i.e. of the economic oligarchy. 
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(J) The advantages which a poorer 'country joining such a regional 
block would derive, in security of employment, high productivity and 
rapid economic progress through planned redistribution of industrial 
resources and skill, should secure the adlierence of most countries, even 
against the blandishments of foreign loans from possibly advenely 
afrected export surplus countries. ^ 
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AN experiment in FULL EMPLOYM-ENT 

CONTROLS IN THE GERMAN ECONOMY, 193 3-1938 

hy K/Mattdelbaum 

The Relevance of the German Experience 

T he studies in this book are mainly analytical. The principles of 
a full employment policy in a capitalist society have been out- 
lined, and attempts have been made to examine tie difficulties which 
TT)igb t^rise in fn ain t aining full employment. To complete these studies 
it is useful to analyse the actual behaviour of a capitalist society imder 
these conditions. But where can the material be found ? No my or cap- 
italistcountry,withtheexceptionofNaziGermany,expcriencedaperiod 
of sustained full employmentbetween the two wars. Attemptsebewhere 
to stabilize economic activity at a high level were not successful. 

If then in diis essay we examine certain aspects of the fully employed 
• German economy before the war, we dbrso because the German 
experience is all' that there is in this, field. Clearly, certain major 
reservations must be made. Full ^ployment in Germany was 
associated with a large increase in the compulsory powers of the 
State; in particular, the fiee organizations of labour had been destroyed 
at the outset of the Naa regime.' Certain economic controls weie a 
direct reflection of this poHtical set-up which is neither obtainable in 
firee societies nor desirable. Secondly, full employment was only a 
short transitional stage in a development which in peace-time already 
transformed the under-employed German economy into an over- 
employed war economy; and in any ewe full employment was not 
achieved for its own sake (or for the sake of social welfare), but was a 
' mere by-product of rearmament. 

To reject the pohtical ideology and methods of the Nazis need not, 
however, prevent'us using the German experience to throw light on 
certain technical problems which arise in full employment. Suppose 
that State investment and State inspired private investment had been 
in projects serving civilian needs ratiier thm in militar y establishments. 
Total welfare would have been higher, but what of the working of the 
■ system? Would the need for, say, wage and price control still have not 
' arisen? Or were not these and other measures of control largely con- 
ditioned by the fiict that Government spending in support of employ- 

181 
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•ment proceeded in a deficit country during a period when depression 
or wide trade fluctuations occurred in the outside world? Ag^, it' 
must not be overlooked that the system of controls left intact in Ger- 
many, such essential ingredients of our present system m titles to pro- 
perty, free choice of occupation, the profit motive and private initiative. 
Nor was totalitarian control always tantamount to the arbitrary Ipiposi- 
tion of Government terms on the economic groups concerned. Except 
in wage determination, decisions regarding industrial policies, price 
formation and similar matters were usually- arrived at by way of 
negotiation widi the interested groups or their ‘leaders,’ and were the 
result of sectional pressures and compromises. Condition;, therefore, 
were not in all respects so fundamentally different as to make any 
reference to this experience futile. They were, on theodicr hand, so 
peculiar that no useful lessons can be derived firom this ^historical 
precedent, unless we can distinguish the controls which were nece&i- 
tated by genuine economic requirements from those others which 
merely reflected tlie particular political driving force of the system. 

The present paper will deal with this question without, however, 
giving a historical account or a det^ed description of German econo- 
mc policy during the ’thirties. The most relevant period for our 
investigation are the eighteen months from the late autumn of 1936 
to the beginning or spring of 1938, when unemployment was small,, 
but not yet appreciably lower than die number of imfilled vacancies. 
Some measures wliich were taken in the years preceding this stage of 
fill! or near-full employment will have to be considered. But 0*1 
whole die policies pursued in the early emergency period, which 
followed the familiar line of a pubhc works programme, need not 
concern us here. The developments during the last fifteen or aghteen 
months before die outbreak of war arc equally irrelevant; me German 
economy showed at diat time all the s^miptoms of an ovct- 
cmployed war economy. The free reserves of labour had practically 
been exhausted by the autumii of 1937. when the n^ber of im- 
employed represented no more than 2^ per crat of the total acuve 

labour force. To set the rearmament target still higher md to accelerate 

public spending was bound, under these conditions, to lead to a general 
Lrcity of labour and. in consequence, to many new restncuons on 
‘unnccMsary’ production and consumption. This expenence obviously 
vidds no lessons pertaining to peace-time full employment; it r^ccts 
a state of over-employment inherent in a war economy, and is mere-- 

fore outside the scope of this study. 

We shall in this essay concentrate on threefields of econoimc control . 
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foreiga trade; wages and prices; and the regulation of the labour 
market.' Hvdly anything will be* said about financial poUcy.^ It is 
sufficient to note that from 1933-4 to 1937-8 ^rather less than half of 
the public outlay required to finance expansion was derived from 
borrowing; the rest represented increased revenues.® The relative 
of the deficit is in accordance with the normal^ experience 
that part of thcjpuhlic expenditure comes back in the form of higher 
tax yields; The return flow’ to the Treasury was the greater, because 
the existing high rates of taxation were gradually stepped up during 
die process. The consequent reduction of private spending was fol- 
lowed by % rise in State activity, i.e. in die ratio of Government 
purchases to total spending- The apparent' orthodoxy of German 
finance was to*lhat extent a reflection of the rearmament policy. 

Tlie Cpntfbl of Foreign Trade 

Full control of foreign trade and of foreign exchange transactions 
was established under the New Plan, in the autumn of 1934. The 
internal expansion which had raised the volume of industrial production 
by over 40 per cent since 1932 now came up against a formidable 
trade (import) botdcneck. Exports had continued to dcdinc for reasons 
which seemed largely beyond the control of Germany hcnelf, while 
imports were beginning to rise in 1934 with expanding employment. 
In the/absence of adequate reserves of international cash Germany was 
unable to sustain the resulting trade deficit; nor could she continue to 
live on stocks. This botdeneck was not specifically connected with 
rearmament. Any vigorous policy of increasing internal employment 
and incomes above the depressed world level would have created a 
strain on the balance of trade, hi feet, had German policy been com- 
mitted to raising consumption, the (mitial) difficulties might have been 
even greater thm they actually proved, if only because the German 
consumer goods industries require, on the average, more foreign 
materials per unit of output than the constructiorid trades.® , Hence, 
given the lack of reserves and of a buoyant foreign demand, the 
employment programme, whatever its nature, had to be protected 

1 For- an' analysis cf. T. Balogb, ‘The National .Economy of Germany,’ Economie Jonma], 
September, 1938. 

* Public esqtenditure over and above the level of 1932 adds up for the period 1933-4 to 1937-8 
to about RM 40 milliards. The increase in the Public Debt svas about P.M 18 milliards (including 
the 'secret' debt]. Ar the beginning borrowing was almost exclusivdy on short rerm, while in 
the later period long-term loans gained in importance. Total public expenditure in the same 
period was of the order of RM 115 milliards. 

’’While the share of industrial consumer goods in total industrial output svas 40 per cent in 
1928, the impoitadon of raw matetiak for these industries accounted for 60 per cent ofuermany's 
total imports of industrial raw materials. 



1 84 The Economics of Full Employment 

against bctemal influences, if it was not to be surrendered for the 
sake of relieving foreign exchange difficulties. 

Whether straightforward, depreciation of the currency .could have- 
restored the balance is doubtful; the dastidties of home demand for 
imports and of foreign demand were certainly not great enough to 
permit the position to be rectified without a serious worsening ‘of the 
tenfis of trade. Rejecting the course of (uniform) depredation the 
German authorities diose to extend the existing machinery of exchange 
control, which so far had in practice covered capital movements only,^ 
to current trade. Exchange control was not, however, a simple device'; 
it comprised a multiplidty of measures which .were co-ordinated from 
die centre. Imports, through licensing or through centralized trading 
on account of Government Controls, were restricted to goods which 
could neither be dispensed with nor be replaced by home production; 
they were thereby reduced to ’ the minimum consistent with ^e 
• Government programme.® A growing proportion of the smaller 
volume of imports was at the' same time diverted to countries which 
did not demand payrhcnt in Devisen and were -willing to hold Mark 
balances; by 1938 orJy about one-fifth of Germany’s foreign, trade 
required and produced free, exchange. To place exports on a .com- 
petitive level in spite of the continued over-valuation of the official 
Mark rate, Germany resorted, whenever necessary, to subsidiw and to 
the practice of exporting at depreciated special Mark ratra which were 
adjusted to the strength of each market (‘discrimination ). Moreover,, 
the formation of a highly organized regional block, built -up from 
.bilateral agreements, opened possibilities of fostering exports by means 
other t-han price concessions. In the years following the adoptioii of 
the New Plan Germany had a small surplus on her current visible 
account (except in 1938); she used these active trade balance as well 
as the proceeds from shipping and other services and from the sale of 

foreignassetsforliquidatingpartof her outstandingforeign d^, while, at 

the sametime, accumulatingncw debts on clearingaccomts. Thevolume 
of her exports increased considerably, butiinports, at rising prices, were 
further curtailed, until they expanded again in the second half of 1936. 


I Exchanec control dates from November 1931. The original scheme Plotted to impoitcna 
certain percLtage of the Dei’ism used by them during the base year 1930-31, to 
of-193/allocation was more or less proportionam to dic gcnerd M con^ 

and was carried out without discrimination ag^t pamcular ^nds of import feiangero^ 
!rol. therefore, docs^not seem to have beenused as an mstrument of trade policy. (CC Howto 
Ellis, Control in Germany,’ QiiarteHy Journal of Ecoiiobocs, Supplement Vol. , 

^^ne^effert ra^4e'*volume and comporidon of imports may be shosm by compamg *e 
whole period 1934-38 with 1926-30. Raw materiri imports dcchned by 3 per rat, while A 
orfinulied industrial coods, of foodstufis aod of semi-manufactures \rcre reduced by 54, 
TanTn «“eSX “ the volume of toud imporri was 22 per cent. . 
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The central control of &reign trade had obvious economic advan- 
tages. Germany "was able to determine by her internal arrangements 
both her balance of trade and the volume of employment. At least 
theoretically the system could be so administered as to maximize the 
fore^ revenue and to secure the best terms of trade obtainable. 
The ei^ent to 'which Germany actually benehted in this respect is, 
of cotnse, diffic^t to assess. According to Howard Ellis, whose esti- 
mates may be accepted as the nearest possible approximation, the 
-official Mark rate was over-valued after 1933 by from 45 to 75 per 
cent, relative to sterlmg. This over-valuation was incompletely offiet 
by difrerential subsidies and rates, so diat foreigners still paid on the 
average 12 to 20 per cent more for German goods than for British.^ 
It is possible that the disoiminating prices at which Germany sold 
in different markets were so much higher or lower than the optimum 
obtainable, under conditions of monopolistic trading, that they yielded 
in' the end less than sales at uniform prices. But unless one assumes 
extreme clumsiness in disdimination — ^an assumption which is perhaps 
not entirely absurd, considering that the system was developed with 
little insight into its principles — a. monopoly gain, induding the ad- 
ditional benefits of discriminating monopoly, should have accrued to 
Germany. Whether or not there was on balance a gain in foreign 
revenue, however, it must be regarded as an c priori probabfiity that 
exchange control, including over-valuation, gave Germmy more 
frvourable terms of trade — ^that is: her exports fetched more imports 
— ^than global depredation would have secured. A comparison of the 
German with the British terms of trade may give an indication of 
this advantage. We use again H. Ellis’s figures.* 


INDICES OF GERMAN AND BRITISH TERMS OF TRADE AND 
THE OVERVALUATION OF THE REICHSMARK ' 



German Terms 

’British Terms 

% Extxss of German 

% Excess of German 


ef Trade’ 

ofTraik? 

over British Terms 

over British 
iVholesaU Prices 
{Goli)* 

1929 

100 

100 


_ 

1930 

108.2 

106.1 

ZCT' 



1931 

123.8 

115.7 

7.0 

- 11-45 

1932 

144.4 

1153' 

25.0 

38-50 

1933 

142.8 

119.9 

19.1 

46-57 

1934 

135.9 

118.8 

14.4 

60-77 

1935 

1263 

115.3 

9.5 

67-78 

1936 

122.0 

11Z6 

8.3 

59-69 

1937 

117.6 

108.0 

8? 

44-57 

1938 

128.8 

114.7 

123 

61-86 


* C£ H. Ellis, op. dt, pp. 76-86. 

‘ H. Ellis, op. dt., p. Iffl. The excess of British ovci Genaan tenns (column 3 of the taUe), 
given by Ellis in arithmetical fbcni, has been calculated as a percentage. 

’ For methods of calculation, cf. H. Ellis, op. dt, p. 139. 
a Minimum and maximum quarterly averages widiin eadi year. 
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After 1931, when the pound sterling depreciated, Gemmy’s terms 
of trade were appreciably higher than the British, the#margin being 
widest in 1932-3. The subsequent reduction of Germany’s advantage 
followed partly from the extended use of subsidies and special rates, 
and partly from the higher cost of imports, relative to world prices, 
whidi attended the German policy of buying within the copfines of 
bilateral clearings, hi fact, in trading with her ^clearing partners 
Germany was often more interested in securing large turnover and 
long term contracts at fixed prices than in obtaining the best terms. 
Aita 1934 Germany’s advantage was only a fraction of the estimated 
over-valuation of the Mark. The margin in Germany’s favour may 
be regarded as too small— and the basis of calculation as too doubtful— 
to substantiate the ‘terms of trade’ argument for eafthangc control. 
But it must be remembered- that the British terms would We deteri- 
orated more than they actually dni after the depreciation of sterfing, 

' had not the existence of the sterling- block enabled Great Britain 
to maintflin parity "with countries responsible for a high proportion 
of her raw material s and food supplies. No such possibfiities were 
open to Germany, and it is therefore almost certain that her terms of 
trade would have been reduced below the British level, had she taken 
the ‘Hberal’ course of global depredation. 

The economic benefits Germany derived from her unorthodox 
trading practices were not wholly secured at the expense of the rest of 
the world. At full employment level Germany’s imports were higher 
bothin volume and in value thanin 1933, and although she had an active 
trade balance, the surplus over the whole period was not significant 
Where Germany forced her exports by selling below maninacturer s 
costs, as she did in most free exchange countries, the loss to the Geman 
home consumer, "who in the last instance had to pay for the subsidies, 
and to the competing fordgn producer was the gain of the foreign 
buyer; the discrimination operated in his favour. Apart from ^t, 
Germany mainly relied in her export drive on the clearing mechanism: 
as the most substantial buyer of the products of some of her clearing 
partners she was able to force these countries, e.g. the Balkans, to buy 
in the German market, even though it was often the dearer market 
(because of the over-T^uation of the Rdchsmairk). But she also hought 
from these countries at hi^er prices. And in any cmc, she employed 
her export forcing methods for the purpose of obtaining the mpdmum 
volume of what she regarded as essential imporfi. .Her attitude to 
foreign trade was in this one respect more rational than that of some 
ofoCT countries which tried to stimulate exports for the sake of creating 
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employment. Germany, having overcome diefailure of home demand, 
wanted more»(‘essenti^’) imports and valued exports^ only as a means 
of payment for them. Withm the area which came to form a German 
economic bloc, bilateralism — combmed as it was with full employment 
in the ‘leading’ country — ^thus actually operated as an expansionary 
&ctor; k ofiered to Germany’s suppliers me advantage of producing 
for and selling in^ expanding and guarantee'd market. They obtained 
this benefit pardy at the expense of foreign competitors and, perhaps, 
at the cost of some deterioration of thdr terms of trade, although this 
is questionable. For in her regional trade German’s main concern was 
not with curtfent terms, but with the continuity (and poHtical security) 
of supply which she tried to ensure by inducing the dependent coun- 
tries to change over to the production of goods she needed most® 

We havs pointed out before that Germany’s foreign trade position 
would not have 'been easier, had expansion been in the direction of 
higher consumption instead of rearmament. It can also be conceded 
that direct planning of foreign trade was, under the given conditions, 
a safer waymr her of assuring necessary imports than devaluation which 
might not have reconciled full employment at home with trade 
fiuctuations abroad. Yet, when all this is said, it can be shovni that the 
import bottleneck could have been broken and a new equilibrium 
reached at a higher level of foreign trade and — ultimately— with less 
iuterference than was inherent in German economic poli^. Suppose 
that sttiedy economic (or welfare) criteria had directed the rearrange- 
ment of Germany’s fore^- trade and of her internal economy, an 
adjustment which could in existing conditions best be e&cted through 
exchange control. The central control of exports and imports, includ- 
ing the possibility of establishing export prices independent of in- 
dividual cost, could have been used for fostering exports up to the point 
where foreign trade, conducted under deteriorating terms, became a 
more expensive method of supply than production at home of the near- 
est substitutes (i.e*. substitutes widi the smallest cost disadvantage). The 
existing capacity of the German consumer goods industries, partly tm- 

* I.e. goods available for export after covering military demands. 

* The Royal Institute of International Afiaiia summed up the effect of German trade poScy 
on South-Eastern Europe as fdllovrs: '. . . up till the ^ting of 1939, the countries of South- 
Eastern Europe 'on balance have gained, in a materia] sense and in the short run, by the increase 
in German purchases. Germany has helped to raise thdr export prices and to increase their 
national incomes, and she has not so far taken advantage of her bargaining positian to tom the 
terrhs of trade in her favour, so that thdr 'real’ incomes have been raised. On the other hand, 
one of Germany's objects may he to assodate the economic systems of these countries so dosely 
with her own as to nuke it difficult for them to sever their connectians in time of war' (Soalk- 
Eastan Europe, London 1939, pp. 19S-0' j jj oJjp Momtdfloff, Ten Years of Controlled Trade 
■in Sottih-Easleru Europe, 1941. 
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used throughout the whole period, of rearmament, would presumably 
have been folly employed at a fairly early stage; while the elastidties of 
foreign demand would have determined to what extent the German 
hravy industrial and engineering capacity would be employed for 
either home investment, particularly in the expansion of consumption 
goods industries (including the industries supplying diMn widi 
materials), or for exports. Tlurough increased production of substitutes 
and/or improvement in exports a situation would finally have been 
reached where the restrictions on imports could have been relaxed 
and partly abandoned widiout disturbance. The development in 
Germany was, however, quite difierent. For the pace v/as set by the 
practically unlimited demands of the military supply services and by 
their' insistence, for political reasons, on a high degree of autark}', 
irrespective of costs. The very magnitude of diese dcmandsgo swamped 
the productive capacity of the German investment goods industries, 
wliich are the main producers of export goods,* that with the progress 
of rearmament they found it increasingly difficult to accept and execute 
export orders. What opportunities were lost in foreign markets, be- 
cause of this Mure to reserve adequate manpower and plant for 
exports, it is impossible to estimate. But surely the volume of 
Germany’s foreign trade would have been higher, had wc^c con- 
siderations prevailed; moreover, Germany need not have chosen to 
use her active service balances for re-paying part of her foreign debt. 

Another closdy related point emerges more clearly firom the develop- 
ment of Germany’s raw material supply. In 1928 , at the peak of die pre- 
Nazi prosperity, German industries working at or near full capacity, 
consumed about RM 17.5 milliards of raw materials, equal to about 21 
per cent of gross output? Net imports of materials amounted to RM 
7.5 milliards, while RM 10 milliards were supplied by home pro- 
ducers.** The volume of industrial output in 1937 exceeded the level of 
1928 by ,17 per cent, and we may assume that raw material require- 
ments had increased in the same proportion, i.c. to about PM 20.5 
milliards. The actual supply of materials was, however, considerably 
higher. Net imports of materials were reduced by just under RM i 
milliard (in prices of 1928), but with an expansion in home production 
by RM 5.6 milliards, totJ current supplies were at the rate of RM 22 
nuUiards; they therefore exceeded estimated full employment needs by 


i Between tw(^thirds and over three quirtets of (^Many’s indusrial exports co^rfm 
the period 1929-1937 of investment goods, if General Uohty Goods such as coal, cole, fertflizeis 

™a Cf WM'e^din'‘Dfc Bedeutung des Aussenhandds filer die Deutsche bdusttiewirt- 
schaft,- No. 41. (1936), p. 56. 



An Experiment in Full Einphymettt ■ 189 

*over 7 per cent^ Official data also show that the ratio of stodss in hand 
(at all stages) to production was at least as high in 193 7 as in 1928, when 
■»!iypah1p stocks, particularly- of finished consumer goods, had accumu- 
lated.* The supply position, therefore, was so improved that many 
restrictions comd have been abandoned, had the easing of exchange 
diffimlriw or the maintenance of employment been the dominant 
purpose. It would have been reasonable, even then, to keep the 
machinery of control in being so that it could be applied again when 
conditions demanded , it, say, during an international depression. But 
once the' scarcities had disappeared, no more Was required for insulating 
the system firom short-run external influences than (perhaps) a limited- 
general licerJsing of selected imports, combined with arrangements 
widi individual countries to secure on long term contracts essential 
quantities of materials and foods. But there was no rdaxation in the 
German cBntrols. They remained as restrictive as ever, not because 
the supply position left no other choice, but because jhe limitation of 
consumable supplies had become their primary function. This, how- 
ever, is not inherent in exchange control, nor was it enforced on 
Germany by her. foreign trade pontion. 

Wage and Price-Control 

The cut in -imports and its corollary, the substitution of more 
expensive hpme produced materials for foreign goods exerted a strong 
upward pressure on prices. Although the cost of raw materials forms a 
small proportion only of the total cost of most finished goods, the shift 
away ftom international trade was on a suffidentiy large scale to 
become an important factor in the movement towards a higher price 
level.* Let us consider- first how this price efiect might have been 
handled. 

I. Suppose that nothing had been done to keep the upward move- 
ment in check. Since it affected goods which entered heavily into the 
cost of living (textiles, food); wages would have followed more or less 
dosely, in the absence of repressive controb. Leaving aside for a 
moment certain short-period problems, tins rise could have had no 
harmful effects, as long as there were unused resources, although higher . 

1 This is no mote than a rough calculation. Exact data ate not available, but the statement in 
the text is confinned by the Institute fiir Konjonktuifoiscbung; ‘If suiplus raw material imports 
were added to domestic production, the rrailting' figure for raw material supply— compared 
with 192S— would exceed the increase in finished goods production to a considerable degree.* 
Weekly Report, February 23, 1938 (Supplement). 

a Cf. Institut f. Konjunkturforschung, Weekly Report, January 26, 1939. ' 

a The rise in wodd prices from 1934-1937 was an additional factor making fbr higher domestic 
prices. This influence will be dealt vrith later. 
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. export subsidies might have been required to maintain exports in the* 
face of rising domestic costs. 

2. An attempt could have been made to stabilize living costs so as to 
preclude large wage inaeases (relative to wage levels abroad) and to 
moderate the deterioration in the terms of trade. Two ways were open 
to achieve this purpose. . Subsidies could be paid to cheapen wa^e goods 
■ (or to stimulate high-cost output in the autarky sector while preventing 
the rise in costs from being translated into a correspdnding increase in 
prices).^ Or manufiicturers and dealen could be required to bear a 
share of the additional costs, consumers’ prices being unchanged or 
raised pro tanto less. This control of profit margins could be experted 
to encourage economies through concentration and standardization; 
the fall in real income per unit of employment, follosying from a 
deterioration in the terms of trade, could to that extent be avoided 
altogether. These methods of sta b ilizi n g the cost of living played 
some part in German price policy,® but they could not avail in the 

bottleneck sectors. , 

" 3 . Where raw materials were scarce, as was frequently the case m the 

early period, and where home substitutes were not yet produced in the 
required quantities, prices tended to rise sharply in relation to prime 
costs. Such shortages cannot be fought by subsides or .price control, 
as can cost increases, but only by a restriction of deinand. Generally 
speaking, they may conceivably lead to a noticeable me m the cost or 
living, followed by higher money -wages, and thus mitiate a cumulative 
process even in an under-employed economy; this would last until the 
botdeneeb were removed by increased borne ou^ut But it is more 



the total cost or uvmg iuiu>-iv^ujr vy 

all round; or that institutional rigidiues m the cost ofhvmg will absorb 
the greater part of the price rise, before it reaches the consumer; or 
thatLcks a^e available to bridge the gap between supply ^d deinand 
^,,nno- the critical period. Sectional inflations may foerefore not do 
much\^ under conditions of unemployment. If desired, diey cm 
be avoided by temporary rationing;- or their ii^uence on the cost o 
living cm be averted by compensating pnee reductions m other Imes. 

1 inGermanytheGovianpentfrt^uendysubridizcdsuppBenbyunaermiA^^ 

regarded as too gr»t for of markets were most complete in agriculture 

1 The control of pnees and „ finneis wL laned to induce 

which -was the largest nng e au 7 so as to prevent speculative movement Import 


SU for the same purpose. 
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In Germany diere was a strong case for limited intervention in 
certain fields to fight scarcities and speculative price increases arising 

• out of the foreign exchange shortage. The control of raw materid 
prices actually served tins purpose. By die end of 1934 this control 
was more or less complete, and almost all materials, imported as well 
as home produced, were distributed among firms by quota systems 

• or similar methods.^ Apart firom this specific control, which helped 
to check the in'?entory boom of 1934, it would have been perfeedy 
possible to permit bodi wages and prices to rise before the stage of 

,£ 1 ^ employment was reached. Unfevourable effects on foreign trade 
could have been oSset by export subsidies. The actual course of 
German price policy was, however, different. It was conditioned by 
the wage stop.whidi was the first substantial economic intervention 
{in 1933). 

, . Decre^ at a time when unemployment existed on a large scale and 
when there was no danger that public spending would lead to inflation, 
the freeadng of basic wages may have served the poUtical purpose of 
winning the confidence of the propertied classes; but the economic 
arguments in &vour of the wage stop were certainly based on mis- 
conceptions. It.was argued that deficit spending as such was an infla- 
tionary practice which must be counteracted by keeping wages and 
prices down. The employment effect of a given -pubhe expenditure 
would then be greater and the supposed dilemma that re-employment 
necessitated a deficit in excess of available savings would be avoided. 
The same misconception — ^the scarcity of savings — ^provided at that 
time (of unemployment) the main argument for the severe restriction 
ofprivate coital issues® and, in general, greatly influenced German 
financial policy.® 

Once the decision was taken to peg wage rates; control of prices 
became necessary to safeguard ■ consumers’ stmdards or workers’ 
niorale. This called for intervention .in force directions. Price 
rises resulting fiom foe use of more expensive substitutes had to be 

^ In some cases cadi individual transacdon was licensed. 'Where licenses were granted for 
basis quota, difierent standards were used in difietent industnes fbr computing the quotas. 
Import and purchase licenses were accompanied by inventory regulations, by relations con- 
cerning ’the use of materials ^duding admixture of substitutes) and by piocessing licenses to 
cover vertical concerns processing their own materials. C£ H. Block, ^German Methods of 
Allocating Raw Materials,' Sodat Rueardh VoL DC (1942), p. 356. 

^ The control of the capital market bec^e later an instrument for directing savings into the 
dedred ch a nn els. The various bans on real investment bad similar functions, but more often they 
were used for protecting existiiig cartds against outside competition or against* disruptions 
through quota fights. 

» * Much drought and effort was devoted to fighting non-existing dangers, e.g. the supposed 
inflationary consequences of 'ctedit-creadon’ as distmet fiom what was regarded as the sound 
mediod ofabsotb&g 'genuine savings' dirough long-term loans. 



192 Tlie Economics of Full Employment 

suppressed- or minimized by profit squeezing or subsidies. Scarcity 
prices in the botdeneck sectors had to be prevented by rationing, or 
had to be ofiset by compensating price reductions. A policy stai^g 
■with a wage stop was in addition compelled to fight price increases 
due to conditions abroad. This would have been quite unnecessary 
in a systeiii of free wage bargaining; wages could have caught up -wii 
this price rise which, originating firom abroad, could not have it^aired 
the competitive position of German industry in foreign marlrpr^ But 
German price policy had to take a different line. When world prices 
of primary' products recovered after the depression, the German 
authorities, intent on reducing the effect of dearer foreign tnarprial.; 
on the domestic price level, altered ‘markmg up’ practices by prohibit- 
ing percentage additions to the rising costs of foreign goods; only the 
absolute increase could in some cases be added to price. This elitninarpd 
‘pyramiding,’ but could not remove the price pressure. Nof were die 
other methods for stabiliang the cost of living effective enough to 
prevent a very marked fiJl in real wage rates (see later). The price rise 
was particularly noticeable where there were temporary shortages. 
Materials— bodi foreign and ersatz— vrcie allocated at feted prices, 
but tills in itself was not sufficient to stabilize prices in the bottleneck 
sectors, since the demand for the final product was not rationed. Had 
German policy seriously aimed at keeping real wages reasonably stable, 
more interventions would have been required in the early period, 
given the wage stop. 

, Some of the difficulties inherent in the German situation during the 
period preceding the stage of full employment were connected with 
die foreign trade position; many others were avoidable. Later, however,, 
new difficulties arose. At the end of 1936 thejproblemof'wage and price 
stability presented itself under conditions not too different firom what 
a full employment model might show. The process of re-absorbing 
idle labour was apptoadiing its end, -with demand pressing fbrtiier 
against the limits set by the productive capacity of the system. Many 
industries in the heavy and engineering sector, where plants were fully, 
or almost fully, utilized, were facing.a rise in short period costs. Tms 
tendency was strengthened by changes in the labour market; the listed 
basic rates, though legally frozen, were gradually transformed into 
miniTTinm rates, as labour — or certain grades of labour— became in- 
creasingly scarce, arid there were frequent evasions of the wage stop 
in more or less subtle forms.^ The rise in money wages, accentuated 

1 To stop these evasions the Labour Trustees were authorized in 1938 to impose wage ceilings, 
i.e. to fix masrimum wages. But tins was only done in two industries before the war. • 
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by more overtime pay in the constructional industries, involved an 
increase in labour costs per unit of output, since productivity per man 
hour remained stable (or declined slighdy) after 1936. How labour 
shortage can produce inflationary tendencies in a fully employed eco- 
nomy, has been described on pp. 63-4; in Germany this danger resulted 
exclusively from competitive bidding of entrepreneurs, not from 
tipmanfls of labouT whose bargaining power had been destroyed 
by the dissolutidh of the trade unions. To counteract the inflationary 
tendencies, which the further expansion of public ouday was bound 
to carry with it, the limi ted price control of the intermediate period 
(1933-36) was replaced by a general price ceiling. 

The price stop decree of November 1936 pegged prices to the level 
of an arbitrarily chosen date (October 17, 1936) and prohibited all 
further price increases in response to rising demand. Rising costs 
had* to betaken into account, but in order to prevent producers from 
using the argument of rising costs as an excuse for whatever price 
increases they liked, it was found necessary to define what constituted 
‘legitimate’ cost increases. As a rule permission to increase prices was 
ouly given where higher costs originated from higher import prices 
or from the use of more expensive substitutes.^ Great efforts were 
made to keep these cost items as stable as possible. The principle 
that ‘scarcities are no justification for price increases’ had already 
been applied since 1934 to imported goods which were allocated 
in Germany at the ruling world price plus the customary (mostly 
absolute) margins, irrespective of tiie market constellation at home. 
The prices of domestic materials had, of coune, to be so fixed 
that additional supplies were forthcoming. Here price control was 
mainly concerned with the elimination of speculative short tun price 
movements. Since ‘legitimate’ cost increases occurred over a "wide 
field, because of risii^ world prices and the policy of autarky, the 
measures which we have already described — e.g. decreed or negotiated 
price reductions to balance price increases — ^had to be continued and 
extended. 

The success or fiiilure of this policy may be judged by comparing 
price changes in the finished goods sector with wage levels; a fairly 
stable relationship between them was the avowed aim of the control. 
If this criterion is applied, it appears that the German price poHcy can 
hardly claim to have been a complete success; For, while wage rates 

> Another set of exceptions was conditioned by the rise in ei^rt prices which were of course 
not subject to tbp price ceiling. In order to secure a steady Sow of supplies to the final exporters 
permission to raise prices h^d also to be granted to theii suppliers. ‘ 
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were kept sobstantially stable at thdr 1933 level, prices of industnal 
finished goods rose as follows: ' ' ■ 


PWCE CHANGES OF INDUSTRIAL-FINISHED GOODS 
{1928:=100) . 



ApnTl933 

Oddber 1936 

April 1938 

Finished Goo^ General Index 

70.2 

. 77.2 

79.4 t 

Capital Goods 

832 

82.6 

822 

Consttmers* Goods . 

62.4 

74.0 

' 77.6 


The German cost of living index shows for the same period a me 
of just under 8 per cent, but its inadequacy has been- admitted by 
official German sources.'^ On any showing there was a* marked fall 
in real wage rates and probably also a dedine in the purchasing powei 
of hourly wage earnings (which in money terms increased betweer 
1933 and 1937 by 8 pet cent). This stands in sharp contrasWo the rise 
in real wage rates during the upswing of 1926-28, when, -however 
■ productivity increased substantially. No improvement in output pei 
man hour occurred, on balance, in the period fi:om I 93>3 to 19X7-8,' 
so that a small decline in real wage rates — or, -at best, stability— -was tt 
'be expected as a normal corollary to prosperity. 

The price inaease was confined to the consumers’ goods sector 
These industries were, on the whole, more affected by higher costs 0 
TTiat-pn>1<! than the constructional trades and ffiey benefited less, unti 
1936-7^ fi:om reduced overheads. Conditions regardfiig overhead 
were,' however, reversed later, when various light industries hot ye 
working at full capacity reedved Government orders under the sto^ 
piling programme (textiles, tinned .foods, etc.]. The continued pric 
'■ stability of capit^ goods after 1936 is remarkable and throws light 0: 
certain administrative implications of price control. It proved ^ t 
rebate prices in all organized (cartel) markets as well as in markete- 
ihese were often identical— where the controlling auffiority held 
Strong position as a buyer (or functioned as a distributive agenc 
as in agriculture). Where (his was not the case, price rations wa 
difficult to enforce and were fiequently evaded in the absence of qu^t 
control. The ceiling policy was thus very efective in the almost full 
cartelized ‘basic’ inSstries working largdy on Goyomnait contracts 
Here the price fireeze acted under conditions of rising unit 
powerful stimulus to rationalization and standardization. Whei 


1 CUViertelfahreiii^zur WirUdtqftsforsdmng, 1939-40, No. l,p. 14. 

‘ in this sAtor o^lains the qdte unusud pheaDmenon 4at'^ 

hein Swtiritt 1537 was able to seU at hsghet pnees m foraga markets that at home. 
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profit margins were reduced more tihap could be comprasated by 
standardizaqon and similar economies — ^in fact, there was a reduction 
of net margins in almost all heavy and engineering industries after 1936^ 
—firms did not abstain from increasing output, except in the case of 
marginal producers whose output was then taken over by more efficient 
fir ms . In most industries catering for the civilian population, prices 
and profit rates increased during the ceiling period, or at least imtil 
1938; offidJ pfessure on margins was largely evaded by deterioration 
of quality which was limited only in the case of well-established brands. 

German price control was, on the whole, successful in preventing 
open infiatipn after 1937 (although infiation reappeared on a minor 
scale in the form of shortages, queues and quality changes). It did not 
stabilize the f«ice level or the relation between prices and wages, but 
served to control, price increases and to preclude spiralling secondary 
efiects,^ Under the ceiling policy the control mainly operated through 
profit squeezing. But this was only a relatively short phase. On the 
whole profit margins were extraordinarily high compared with con- 
ditions in other countries or with conditions prevailing in Germany in 
die ’twenties. The share of gross profits in the value added by industry 
(induding mining, building and contracting, and public utilities) had 
risen between 1929 and 1937 from 61.8 to 69.5 per cent,® Prices of 
finished goods had declined over this period in roughly the same 
proportion as money wage costs, but profits per unit of industrial 
output increased, because die rise by about 10 per cent in productivity 
per man hour was not passed on to the consumer. This shift in the 


PRODUcnviry of 'labour* and share of proftts in 

INDUSTRIAL OUTPUT* 


* 

1925 

1929 

1932 

1933 

1934 

1936 

1937 

Output per man-hour in in- 
dustry (1928=100) . . 

90 

105 

114 

115 

110» 

115 

114 

Share of gross profits in in- 
dustri^ net ou^ut (per 
cent) .... 

— 

61.8 

69.9 

67.5 

68.0 

69.4 

69.5 


distribution of income had occurred during the depression, when both 
productivity and the degree of monopoly— i.e. the ratio of prices to 

* Cf.M.Y.Sweezy, 'German Corporate Profits 1926-1938,' The Quarterly Jounuit o/Ecoiiomics, 
VoI.54,p.384. 

* Cfi L. Rostas, 'lodustrial Production^ Productivity and Disaibudan in Britain, Germany 
and the United States,’ 77ie Eeaiiomic Journal, April 1943. 

’ 'Taken from Viertdjtthresh^ zur Wirtsdujijorsdums, 1939-40, No.-l, p. 9. 

* C£ L. Rostas, op. cit ' 

* This decline was due to the promotion of lahour intensive employment during the 'work 
creation’ period of 1933-4. , 
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prime costs— had increased sharply. There was on balance n( 
material diange afterw^ds: the share of profits decline 4 slighdy i 
1933-4. it gradually rose again in the subsequent years, until th 
ceOhig.policy stopped this trend in 1937 and finally brought about 
fi-actional reduction (to 69 per cent) in 1938. Thus, if over-all change 
for the whole period after 1929 are considered, it appears that Qernia 
policy was essentially one of keeping the share of wages in total in 
come low and the share of profits high. This disdibution of th 
industrial product fostered savings and thus slowed down the increas 
in consumers* spending, foUovring upon the rise in investment 
Moreover, consumption was restricted by heavy taxation. Bot 
&ctors helped to adjust demand tp the small permitted increase i 
consumers’ goods output and served to make high investment and lo^ 
consumption consistent with substantial monetary stability.^ 

A more enlightened policy in a progressive society, where welfiir 
is the main aim, would obviously t^c a different line. The emphas: 
would be on securing a distribution of income which gives a h^ 
propensity to consume. Real wages would be allowed to rise in 
fully employed economy at least with rising productivity. Contre 
of prices might become a necessary part of this poUcy. It wouli 
have to cope with temporary scarcities originating, e.g., fironi impoi 
difficulties, or — a less specific case — ^with inflationary tendencies set i 
motion by rising money wages. But it is unlikely that prices of a] 
goods would have to be subjected to direct regulation as. was th 
case in Germany where the wide range of control was determine( 
by political conditions: by the partial (voluntary) withdrawal fion 
foreign trade, by excessive public spending and by the wage stop 
which firom the start was a. conditioning factor. This, however 
does not obliterate the merits of certain instruments of control whicl 
were used in Germany. Price discrimination, subsidies and fixing 0 
Tnar^ns which played a large part in German a^cultural policy 
serve to keep down prices of goods which enter into the cost of living 
Undesired price rises cm be prevented by price ceilings which give : 
stimulus to efficiency where evasions can be stopped. 


Mobility of Labour 

■ German experience is often quoted to prove that a full employmeni 
policy involves regimentation of labour. The aboUtion of firee wage 
bargaining had, in fact, the consequence that more and more reliance 

1 ThE lado of tout DEt investmEnt to national incomE was 14 per cent in 1937 and 15 P“ ^ 
in 1938, as 9 per cent in 1928. Home financed investment was even lower in 1928, i: 
allowance is made for capital imports. 
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was- put on methods of compulsion once a general scarcity of labour 
had developed. This, however, was not the case before 1938. And 
neither during die period of re-employment nor at the stage of full 
employment did direct control of labour play a significant role. Wage 
differentials and certain deliberate measures of. a non-compulsory 
character proved on the whole quite sufficient to attract labour to 
industries and places where’it was needed. Had expansion only posed 
the problem of reabsorbing unemployed workers into their old jobs 
and of keeping them there, there would be no need to stress this point. 
But there actuaUy occurred at the'same time a substantial redistribution 
of labour. •The great shift towards the capital goods industries and the 
decline of many export and consumer goods trades necessitated occupa- 
tional adjiistiftents and made large demands on spatial mobility, the 
more so.as important industries were transferred to, or promoted at, 
n^ locations. Material about migration of workers from one industry 
or place to another is very scanty. For Central Germany (excluding 
the important district of Brunswick) it has been estimated that- the 
influx of workers was 150,000, which compares with an increase in total 
employment in that area of 810,000 over the same period (April 1933 • 
•to .January 1938).^ The ratio of immigrant workers to totd in^e 
appears to have been of a similar order ih Lower Saxony and in South- 
West Germany,® while all firontier districts including the Rhineland 
and Ruhr,® but particularly Silesia, lost workers. These and otiier 
substantial movements of labour, which required a degree of mobility 
almost comparable to that of a transition from war to peace, were 
effected through the operation of normal economic incentives and 
through improvements in the methods of placement and recruitment. 

The inflow of labour into the capital goods industries proceeded 
smoothly as long as there were large mused reserves of manpower. 
Both unemployed and new entrants (juveniles and entrants from out- 
side the ranks of the normal labour force)* were atixacted into these 
industries which paid best and where it was easiest to get jobs. Wage 
differentials were quite considerable. The fixed basic rates were on the 
average highest in the constructional sector, a fret which in itself helped 

* Cf. ‘Das Neae Mittd-DeutscUand,’ Die WirUduftskiim 1939, p. 61. 

* The totd number of wage and salary earners (employed and unemployed) had increased 
in Germany between 1933 and 1937 by 7 per cent, but the increase in Centrm Germany, South- 
West Germany and Lower Saxony was 13.8 per cent. Cf. Wirtsdiajl mi Slatislik, 1938, p. 49, 

* CC ‘Das Neue Ruhitevier.’ Die IVirlalufiskiim, 1939, p. 277. 

* The increase in the number employed between April i933 and April 1938 was 6.9 millioiC 
while unemployment was reduced by 4.9 nullion. A large proportion of the ‘new’ labour force 
protebly consisted of disguised unemployed whose number was estimated in 1932 at almost ' 
1 million. The net natural increase was of the order of 170,000 per annum. 
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the redistribution. The transition in these industries from short-time 
to full-time work and then to overtime and the consequent rise in 
efiective weekly earnings gready accentuated these differences; in the 
consumer goods trades short-time (measured by 1929 standards) con- 
tinued throughout the whole period.^ 

Improvements in the organization of die labour market and«xten- 
sion of training facilities contributed to an easier flow ^f labour and to 
increased mobility, when the re-employment programme had reached 
a more advanced stage. Short training courses were provided foi 
workers who had drifted during the depression into blind-alley occu- 
pations and had lost their skill to a sm^er or greater extent, as well 
as for workers who could not be re-absorbed into their old occupa- 
tions.® Exchange of information was speeded up. THe Labour Ex- 
changes were required to report without delay vacancies wlych could 
not be filled locally; the Provincial or National Clearing Centre: 
receiving these reports compiled and sent out— as a rule, daily- 
lists of transfer possibilities classified by groups. Casual engagemenl 
(through personal application, etc.) was gready reduced in favour of 
placement through the official machinery; it seems that in 1937 about 
half the total number of vacancies was fined by the Labour Exchanges, 
compared 'vrith 29 per cent in Great Britain. That the Labour Ex- 
changes had to be notified in advance of all important constructional 
projects planned in their districts proved a particularly useful arrange- 
ment at the time when the German economy approached full 

employment. . • r 1. ir 

Delays and botdenecks occurred, however, in spite of these efforts, 

Where labour bottlenecks were due to low mobility— i.e. whm 
vacancies could not be filled, although there was still more than fiictional 
unemployment in the trades and occupations concerned— finmdal 
help to migration was granted in certain cases; no materid is available 
to show to what, extent this was done. The opposite policy of taking 
the job to the worker was pursued on a not insignificant scale. Disper- 
sion of public orders (including contracts given by public enterprises, 
- but ^-rlnrling armament contracts) was organized through Ordra 
Equalization Boards. The Centrd Board-an advisory body which 
also acted as a clearing centre for information— was instructed m 193(3 


1 The increase in weeldjr earnings over the level of 1934 ranged in 1937 ftoin zero m 
industries to 32 per cent in others, srith an average national ineriase of just under 16 per cent 
ce Vierteiiahreshefie zur Wirtschaft^orsdumg, 1939-40, Heft 1, p. 15. 
a M“roiic milBon tvorkeis went through official twining courses be'yvcen Apd ^ 
Anril 1937 Attendance was compulsory for certain groups of workers recOTug unemp 
mfflf Cf C/vXeUer. ‘The MobiliraHou of Labour Rescues in Germany.' tnier- 

tial!onalLaboiirRei>ieu’,1938,p.609. 
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tx) influence the placing of public orders , in favour of certain rdatively 
‘depressed’ ateas (Saxony, Silesia, East Prussia and others). It was in- 
tended thereby to make greater use of plants in districts where labour 
was relatively abundant. In 1936 about RM I'milliard of public orders 
«!ppm to have passed through the Central Board (which compares with 
total Government purchases of goods and services of RM 20 to 22 
milliards, of which at least half were armament orders).^ . 

Low mobility never really created serious difiScuIties except in 
agriculture. The seasonal character of farm work, the lack of accom- 
modadon and comfort on the land and the fact that farm work does 
not hold out prospects of advancement, acted strongly against the 
flow of labour into agriculture. Li this field compulsion — ^i.e. con- 
scripted labouJ*— was used long before 1938 on many occasions (labour 
service, agny). In industry delays occurred as a rule only as and where 
. the* required grades of labour had become scarce throughout the 
country. A shortage of skilled metal, engineering and building 
workers appeared at a very early stage, because the supply of such 
labour had declined as a consequence of reduced training and appren- 
ticeship during the depression. This shortage initiated certain restric- 
'tions, e.g. the prohibition of engagements in certain trades except with 
the permission of the Employment Exchanges (to prevent hoarding of 
skilled labour).' But the main emphasis was on efforts to reduce .skill 
requkements by standardization and simplification, and on expansionist 
measures: on extended training and on attempts to put more life into 
the apprenticeship system.® Great care was taken to direct juvenile 
entrants into the ‘right’ occupations; it is stated that 90 per cent of aU 
school-leavers were advised in 1937 by vocational guidance officers 
attached to the employment exchanges.® The operation of the training 
schemes vras unquestionably gready helped by the fact that the elimina- 
tion of the Trade Unions hkd swept away former craft regulations and 
demafeation lines.- But it should be possible to achieve similar success 
with Trade Union co-operation which may be obtained if security of 
' employment is ensur^. . " 

Compulsoiy shifting of labour and tying of workers to their jobs 
were applied in Germany on a gradually increasing scale only during 
the final period of scarcity, when the number of vacancies was twice or 

^ Cf. ‘Det Staat ab -Auftraggeber,’ Die Wirtsdiaftskurve, Vol. 15 (1936),;p. 258. No in- ' 
foimationisavailable about the policy of the RegionalEqualizationBoai^ wUch were intended 
to function mainly as Capacity Clearing Centres. 

* The ideyant decree of November 7, 1936; stipulated that firms in the iron, metal and build- 
ing industries emplojnng ten workers or more must train apprentices in a reasonable propor- 
tion to the numba of people they employed. ' - 

» Cf. Vlerteljiihreshefte,eu:., 1938-39,. Heft 2, p. If 
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three times as high as the number of unemployed. But for over one 
year of virtually ‘full’ employment a steady expansion of the volume 
of work was secured without resorting to compulsion, although 
allowance must he made for more hidden pressures. There were 
three main labour reserves which could still he drained. First, the 
very effective organization of the labour market (which is iadicated 
■ by the large part played by the Employment Exchanges in filling 
vacancies) made it possible to reduce still further what wm formerly 
regarded as the absolute minimum of unemployment. This ‘irreducible’ 
margin was usually put at about 500,000, consisting of persons 
moving at any given time fi:om one job to another. Latea calculations, 
which refer to conditions in the second half of 1937, show* thatthetime 
lag between a person losing one job and finding aifbther had been 
shortened to about a quarter its former length; the necessary resOTC 
for movement and chmge was correspondingly lower. A further 
reduction of this ‘minimum’ unemployment was achieved by the 
control of seasonal fluctuations. With better oiganization (and sus- 
.tained demand) it was possible to reduce the winter decline in employ- 
ment to about half of what it was in the upswing of the ^entie^® 
There was, secondly, a continuous inaease, beyond die naturd growm, 
in die supply- of new labour which expanded up to a point m propor- 
tion to me ease of getting jobs. . Independents and borderline tmem- 
ployables entered the labour market— the former partly under direct 
economic prcssure--and there was also a noticeable tendency towMds 
postponing retirement; moreover, periods of training and apprmtice- 
s^ were shortened stnd the school leaving age (in secondary schools) 

^ ■ The Irng thpm'Ti g' of die working day was another elasticity fector; 
about ono-fifth of the 1937 rise in the tolJ volume of work ( + 10 per 
cent) was due to longer hours wHch, however, soil exceeded only 
fractionally the average working time of ipzp. All these reserve 
frnaUv proved insufficient to sat% die great demands made on the 
system. But the developments during, the rdevant pmod of full or 



atmospnere a *vg**-y — - - 

namely, that many obstacles to mobihty mdt away when draand is 
maintained at a high level, while others can be overcome with proper 
organization. Even when statistical unemployment is low— say 2-3 per 

of ie Ltimt f. Eonjunlcturfonchmis, 1933, No. 7-8. 
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cent of die total labour force— ^ere are still sizeable elasticity reserves 
■which can bc^ tapped to remove botdenecks. 

Conclusions 

We have attempted to distil from the actual economic developments 
in Nazipermany those conditions which were inherent in the German 
situation, irrespective of the content of the employment policy and 
the nature of the political regime. The main results may be s umm ed 
up as follows: 

I. The shortage of foreign exchange, which Germany experienced 
in the first phase of her economic recovery, was not specifically con- 
nected vidth rearmament. Any policy of full employment in a country 
depending on imports of raw materials and foodstuffs and having litde 
or no reserves of international cash would have come up against the 
forei^p traSe bbtdeneck in a world of ■wide-spread depression. Obvi- 
ously, many countries may find themselves in a similar situation, when 
the special conditions of the reconstruction period pass, and the choice 
before them, as long as they are det ermin ed to maintain full employ- 
ment as.a matter of principle, may be very much the same as confronted 
Germany after 1933. In order to meetthe rising import demand, es^iorts 
must be expanded or, if the appropriate expansion of exports cannot 
be achieved, socially less essential irnports must be curtailed. A mere 
depreciation of the currency may not secure equilibrium and stability 
at the required level. If exports largely consist of capital goods, for 
which the foreign demand is relatively inelastic in periods of depression 
abroad, and if at the" same time imports are mainly made up of foods 
and raw materials, an indiscriminate reduction of the exchange rate 
would -worsen the terms of trade seriously without necessarily produc- 
ing balance. The existence of sm. external debt contracted in foreign 
currencies may provide an additional argument against devaluation, 
as was the case -with Germany. The alternative techniques of stimulat- 
.jing exports by difrerential depredation, export .subsidies, redprocal 
purchase or payment agreements did so forth, and the sdective control 
of imports ha-ve bedi descdbed in some detail. They need not harm 
the rest of the world as. a whole; if all export proceeds obtained by 
these methods are used to buy imports, employment abroad •will not 
be affected, and total world employment will be higher, o^wing to the 
expansion in the.one' country. Moreover, if dearing and similar agree- 
ments re-start some sort of forei^. lending, the expansion in one 
country -will, generate an expansion abroad. On the other hand, it is 
dear that all differential metiiods spread the effect of unil ateral expan- 
o 
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sion unevenly over die rest of the world; dealing partners benefit most 
and pardy at the expense of outsiders. This could only be avoided (a] 
if the undatcrally. expanding country had ample liquimty reserve oi 
(6) if global measure like devaluation were likely to retore the forcigt 
bdance at full employment level, or (c)— and this is an importani 
point— after the industrial readjustment of the expanding coimtry hac 
been completed. Assuming for a moment that the depresion abroac 
is semi-permanent, then the full employment countf/ will after a tim< 
have bimt up adequate capadty for producing goods' at home whid 
were formerly imported. The strain on the foreign balance will 
therefore, cease and it may become possible to revert tj global (noU' 
difierential) methods for maintaining equilibrium. A country feeing : 
world subject to more or less violent swings in business activity coulc 
theoretically relax controls when the rest of the world is becoming 
more prosperous, but it must be ready to re-impqse tKem and t( 
extend the use of home-produced goods when the world relapcs inti 
depression. Such swings in the internal and external policy of the M 
employment country may be practicable only witlun certain limits 
and it cannot be excluded that once controls have been established then 
will be a tendency to retain them. But even then it holds true that thi 
expanding country is not doing a disservice to foreign countries taker 

as a whole.’ ^ i r j 

• 2 . A restriction of imports will increase the demand tor domestii 

goods; as a result there may be temporary bottlenecks and hoar^f 
of scarce materials. It was under these conditions that it was dcddei 
in Germany to combine the control of imports with price control o 
practically all primary products. The permitted importe did not gt 
to the highest bidder, but were allocated to firms accorimg to certau 
(varying) standards of allocation. This particular policy is not a neces- 
sary part of import control, but it may help to secure a so^y mori 
desirable distribution of scarce goods and materials than is aduevec 
through the price mechanism. Moreover, speculative price nwvemcnt: 
can then be prevented and costs be kept down for purposes of exports. 

The*policy of fixing raw material- prices was fitted in Germany mtc 
a general policy of wage and price stabilization. The wage stop anc 
later die price stop were the main devices (next to taxation) used to ngnl 
inflationary tendencies. Both devices, however, have very little tc 
commend themselves. It is certainly important to keep pnea reason- 
ably stable in full employment, particularly in a democratic soam 
whore fi^e collective bargaining for wages contmuo: only if stable 
prices or living costs are assur^ can the danger of spiralling wage 
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mcreases be avoided. But a general price stop presents great adminis- 
trative diflSa^ties which should be a deterrent Evenin Gennany, where 
die compulsory powers of the State had been strengdiened beyond 
what is acceptable in a democracy, it was impossible to stop evasions; - 
nor were die methods of price adjustment under die ‘freeze’ suffidendy 
flexible to avoid anomalies. -The objective of preventing inflation 
demands and justifres price regulation only of those goods and services 
which form important items in the cost of living, and of certain basic 
commodities. ’Beyond dbat, global finandal measures should suflice. 
This selective control of prices has the positive advantage that regula- 
tions can b^ framed more carefiilly. As Government purchases in- 
cre^e — or within a consdous programme of Government bulk buy- 
ing— die scope»of price control may however be extended. Where the 
State is in a strong position as a buyer, as it was in Germany, it can 
ob\^ously* exert a considerable influence on methods of production 
and on marketing conditions. Price fixing may then be applied as a 
means of eflGidency control. 

3. The general b^ef that mobility of labour is low is derived from, 
under-employed economies and cannot be applied without qualifica- 
tion to a state where demand is sustained at a high level. Nor must 
it be assumed that fiill employment imphes perpetual shifis from one 
industry or place to another. Even in expansionist conditions, or when 
demand is steady at a high levd, however, there may still exist some 
avoidable unemployment due to low mobility on the margin or to 
deficient organization of the labour market. Administrative improve- 
ments and some measure of positive control of the location of industry 
can reduce this type of unemployment to a minimum. German 
experiences in this respect are quite encouraging. Naturally allowance 
must be made for the peculiar political conditions prevailing in Ger- 
many: re-employment was, for instance, not ham pered by those 
qualitative restrictions on the use of man-power which are inherent in 
f traditional trade nnion policy. These restrictive practices served in the 
past as a protection against insecurity; if the frar of unemployment and 
destitution is removed, a diflerent attitude to demarcation, simplifica- 
tion of work and training,’ entry to occupations and so forth will be 
possible. A certain reserve of labour for movement and change will 
still remain. But the German' experience stroi^ly suggests that, given 
adequate organization, this minim um reserve is lower than is fre- 
quendy assumed. Use can be made of elasticity reserves which are 
available, particularly in the form of temporary overtime, even when 
unemployment has been abolished. 
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The Economic Principles 

% 

T he economic principles for l&ting full employment whidi Lave 
been 'elaborated in tms book appear to be simple’and straightfor- 
ward. The deficiency of demand, whidilies at the root of unemployment, 
can always be made good, either by income redistribution, fi-om the 
savers to the spenders, or by defidt spending of the Government. This 
B not, indeed, die full solution. Those who advocate increased spending 
^one as the panacea of our economic troubles ignore die consequences 
of such a programme. In the previous chapters we have suggested that 
a full employment policy must, in -all probability, be accompanied by a 
number of controls. The first of these is die control of foreign trade. 
Taking the most optimistic view of the post-war world it seems likely 
that Britain and many other countries will have to exercise some 
control over their foreign trade. How strict the control will need to be 
depends, of course, on the success or feilure of international plans for 
trade, currency and investment. But, as has been shown, it is possible 
that a country may be faced with the choice between full employment 
with control of foreign trade, and unenmloyment with firec trade. • 
Secondly, there is the possibility of cumulative price increases; 
not so much due to botdenecks in production, but to pressure for 
higher money wages. To prevent this it will be necessary to exercise a 
wide control' oyer prices, either direedy or indireedy by means of 
subsidies. 

The third control necessitated by full employment is an overall 
regulation of the total volume of private investment. Its purpose is to 
ensure that capital equipment expands in pace with technical progres: 
and changin g population. The modem banking technique of control- 
ling interest rates and appropriate adjustments in die mediod oi 
imposing income tax are important means of regulating investmdit, 
but more direct controls, e.g. licensing, may prove necessary. Finally 
it seems likely that, to a greater or lesser extent, the State must exercise 
control over the location of industry. Such a control may well be 
desirable on other grounds; here we are only concerned with it as fai 
as it facilitates a full employment policy. 

Making even the most optiinistic assumptions about future develop- 
ments it is obvious that full employment will require a greater degree 
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of Government control in economic affairs than has been the rule in 
the past. And it is this extension of the power of the State which causes 
apprehension. But the altemadve to the controls which full employ- 
ment brings is not some ideal state of full employment without 
controb, but imemployment and trade fluctuations. TTie more sophis- 
dcatedi and economically the more fortunate, may argue that un- 
employment is jhe price of ff eedom ffom control, and as such can be 
tolerated. BuJ; it is a false argument, hi the first place, secdonal 
controls were prevalent in unemployment. Cartels were formed, 
often with the assistance of the Government, and bodies such as the 
Import Dudes Advisory Committee granted protection to particular 
industries^ These controls, beir^ mainly introduced to deal with, 
particular synlptoms of the general disease, tended to, be restrictive 
in character. The under-employed economy sought salvation through 
a Rowing number of particular controls, internal and external, and 
the failure to relate those controls to a common purpose only made 
the situation worse. Secondly, 3 ie argument ignores the question of 
hidden controls. In this sense unemployment is the most powerful of 
all economic controls. If there is pressure on the balance of payments, 
deflation and unemployment will relieve it: with unemployment there 
is no danger that pressure for money wage increases will create an 
inflationary spiral: instead of controlling the location of industry, un- 
employment forces the workers to move to wherever an employer 
(houses to establish his factory. All the ‘controls’ directly associated 
with full employment are, in fact, required to take over the tasks 
previously praformed by unemployment and the trade cyde. And 
there is no reason why these controls should not be as democratic as 
any other function of the State. The ideal is to replace the arbitrary 
undemocratic ‘cxintrol’ of unemployment, by consdous controls, 

operated democratically in the public interest. 

# 

The Machinery of Government 

Even if drcumstances permit the controls mentioned above to be 
rdatively mild and loose, a full employment- policy is bound to call 
for considerable reconstruction of the machinery of Government. At 
the beginning of a full employment programme, the question of 
.‘timing’ public eaqpenditure will be very important. Once the regime 
is well established, subsequent variations will be random, and probably 
small — ^but they will still call for speedy offsetting action. 

The first requirement is an adequate knowledge of the economic 
&cts, a knowle^ which we did not possess in this country before the 
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war. In die Wliitc Paper on Employment Policy the Government 
proposes to maintain permanendy a Central Statistical ©fficc which 
will bring together the necessary data and summarize thpm quiddy 
enough for them to be a guide to practical policy. Even the collection 
of statistics may imply considerable changes in the machinery of 
Government. The various departments concerned with ectmomic 
a^rs, especiailly the Supply Ministries, the Board, of Trade, the 
Ministry of Labour and National Service, and any P lanning Ministries 
must act closely together, both at the top, in the matter of national 
policies, and also regionally. It may be, as has been suggested by the 
Select Committee on National Expenditure, that the Regional Boards 
of the Ministry of Production should have a permanent place in die 
British economy. • . 

We have raised this matter of departmental co-ordination in con- 
nexion with the relatively minor question of statistical data, 
problem is' much deeper. A great part of public expenditure,’ 
especially public investment in housing and other services, is carried 
out by lo(^ authorities, public utilities, or semi-public corporations. 
The freedom of action of the individual local authority either to 
‘time’ its expenditure or to increase it considerably is limited by two 
main considerations: (i) the ruling ideas concerning the soundness of 
local authority finance; and (z) its direct responsibility to die local 
electorate. Even if the Central Government were to give the Irad in 
encouraging ‘deficit spending’ this would by no means be enough. The 
actions of individual authorities must be co-ordinated to fit a common 
purpose: no one local authority can with impunity march out of step 
with the rest. The economics, of the matter points to stronger control 
of local authority expenditure by the Central Government Politics, 
however, tend to point in the opposite direction. Political demo- 
cracy thrives upon action by elected bodies, and not upon the 
humble submission of advisory memoranda to Whitehall. It rnay be 
fhat in the shaping of a full employment economy .the Central Govern- 
ment will be forced to take wider powers. Once the regime ii 
established the tendency should be the other way; to hand over tc 
local or regional authorities (should such intermediate bodies be set 
up) as much power as is consistent with over-all co-ordination. 

Considerations of a somewhat similar kind apply to the relation 
between industries and Government. The control- of the location 
of industry requires the satisfaction of manufacturers’ as well as local 
interests and the co-ordination of local policies into a coherent national 
policy. New types of administrative problems will arise if an attempt 
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C m • 

IS made to' extend price control: to be effective price control may 
involve the# type of control of production and .distribution which 
is to be seen in the war-time utility schemes. The machinery to 
bring together the interests of consumers, producers (both employers 
and workers) and other groups which may be affected will have to be 
devised. 

The Politics ofFltll Employmeitt 

Many attempts have been made to separate economics &om politics. 
Such a rough separation may be of value from the point of view of ex- 
position of ideas, but that is all. For not only does the policy of full 
employment which we have discussed here require the intervention of 
the political executive, but already before the war, in unemployment, 
all lands pf interventions by the State were customary and received 
Pa^amentary support. A full employment programme does not, 
therefore, mean biingmg politics into the sacred groves of economics. 
Politics has been there for some time, but has not always been very 
dear what it has been doing. A study of the commercial history of 
Britain since the last war confirms this. In the body of this book we 
have tried to restrict ourselves to the economic problems of full 
employment, not solely for the sake of academic detachment, but 
because this separation may help to clarify the issues involved. Politics 
enters into the matter in three ways. 

Throughout the book we have taken for granted the desire to 
abolish unemployment. This desire is probably not universal. The 
‘control’ of unemployment exerts its pressure on the unemployed: the 
controls we envisage require adjustments in the traditional attitude 
of individual employers to questions of pricing, quality control, 
labour management and location, and in some cases impinge directly 
upon section^ interests of various types. Further, the existence of full 
employment is likely to tilt sharply me balance of bargaining strength 
in favour of workers’ organizations in disputes over wages, hours of 
work and the conditions of labour. Vaguer fears, that full employ- 
ment might only be the harbinger of more profound social changes, 
are also likely to contribute to the. resistance to policies of the type we 
have discussed here. The achievement of full employment, or rather, 
since we are at present in a state of over-employment, the taking of 
such steps as will prevent the recurrence of unemployment, is perhaps 
the greatest single political question of our time. 

The second point where we make the closest contact with the 
political fidd is the question of the content of full employment. The 
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authors, faced -with the questions how much public invcstmeut against 
extra consumption, or how much taxation as against boraswing, have 
not attempted to answer these questions in, detail but have simply 
referred to die principle of ‘social priorities.’- Even if the principle of 
the maintenance of full employment is upheld by all political parties 
and o^er organizations ‘sodal priorities' will remain a batdeground 
of political interests. The poor may want mote bread, die rich may 
want faster motor roads: industrialists rnay prefer subsidies to private 
investment and to research, or export guarantees, while others would 
prefer a great public ouday on h^th services, on education ^d so on. 

Ite third point where we encounter 'political deri sio»is is in die 
.choice of means. Even if we are all agreed on fiiU employment, and 
upon the broad social priorities which are to determiiie its content, 
diete stUl remains a variety of methods of fulfilling the prpgramme. 
Suppose for example that it becomes necessary to cut down private 
investment. One way is to make the appropriate ac^ustment in the 
syston of ‘modified’ income tax. But dus is not the o^y way. Direct 
licensing of investment by the Government could be used, if it- was 
also desired to discriminate between different industries, or between 
different types of investment. Or t^e the question of income redis-. 
tribution. From the point of view of effective demand and total 
employment, profit squeezing and progressive taxation give much the 
same results. The nationaliation of an industry may be regarded as 
the extreme case of prpfit squeezing. But whfle a reduction in net 
profit margins by price control, or an increase in taxation,- imposed by 
one government can always be reversed by another, it is by no means 
ea^ to restore to its original ownen an industiy which has been 
nationalized. In short, of two types of control which produce, the same 
immediate result one may be inherendy more lasting than another. 
Whenever this kind of choice has arisen in this book we have always 
shown a bias towards 'the least drastic ^e of control, not fot any 
dogmatic reasons, but mainly because glohal controls seem open to 
less abuse than direct controls, which may 611 into the hands of 
sectional interests or semi-autonomous industrial associations. 

We have seen that a full employment programme is likely to require 
adjustments and changes in the machinery of the administration. It 
may also be that the present local and nationil Parliamentary procedures 
are not adequate to cope with all the economic and political issues, 
which in the past have eidier not arisen, or have been setded outside the 
fidd of public affairs, but which now must be brought fully into the 
li ght of democratic discussion. Of their very nature and in the means 
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by wliich they can be finnHy dctcmiincd sodal priorities arc essentially 
political. Bjit these political questions in turn cannot be settled unless 
there is a full understanding of the economic problems involved, and 
tlic limitations which must be imposed upon any partiailar project to 
make it fit in witli die general programme. The six studies are intended 
as a contribution to this understanding. 
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